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To Interested Persons: 
This exposure draft of the proposed industry audit and accounting guide, 
Audits of Property and Liability Insurance Companies, prepared by the 
Insurance Companies Committee, after modification for comments received on 
exposure, will supersede the 1966 AICPA Industry Audit Guide, Fire and 
Casualty Insurance Companies and the statements of position (SOPs) that 
amended that guide. The 1966 guide is being revised because of the signifi-
cant changes in the insurance industry affecting EDP accounting systems, 
internal accounting controls, accounting for premiums and claims, and invest-
ment cycles, reinsurance, and taxes. It also incorporates guidance on matters 
such as reinsurance from recent SOPs. 
This exposure draft is intended to help independent accountants in examining 
and reporting on the financial statements of property and liability insurance 
companies, pools, syndicates, and other organizations, such as governmental 
insurance pools, by describing operating conditions and auditing procedures 
for such entities. 
The accounting discussion contained in the proposed guide is largely extracted 
from FASB Statement No. 60, Accounting and Reporting by Insurance Enterprises. 
Comments or suggestions on the exposure draft will be appreciated. 
Consideration of those comments will be helped if they refer to specific pages 
or paragraphs and include supporting reasons. 
Responses should be mailed to Patrick Finnegan, Technical Manager, Accounting 
Standards Division, AICPA, 1211 Avenue of the Americas, New York, NY 10036, 
File No. 3162.PR, in time to be received by October 31, 1987. Written com-
ments on the exposure draft will become part of the public record of the AICPA 
and will be available for public inspection at the offices of the American 
Institute of Certified Public Accountants after December 15, 1987, for one year. 
Sincerely, 
Patrick W. Kenny, CPA 
Chairman 
Insurance Companies Committee 
Patrick L. McNamee, CPA 
Director 
Audit and Accounting Guides 
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SUMMARY 
This audit and accounting guide, which supersedes the 1966 AICPA Industry 
Audit Guide, Fire and Casualty Insurance Companies and the statements of posi-
tion that amended that guide, has been prepared to assist the independent 
auditor in examining and reporting on financial statements of property and 
liability insurance companies. This guide describes those operating condi-
tions and auditing procedures that are unique to the industry and illustrates 
the form and content of financial statements and disclosures for property and 
liability insurance companies, pools, syndicates, and other organizations such 
as governmental insurance pools. Chapter 1 discusses the nature, conduct, and 
regulation of the insurance industry. Other significant areas discussed in 
this guide include— 
o Audit considerations, including a discussion of the study and evaluation 
of internal control and EDP. 
o The premium cycle, which includes a discussion of rating, transactions, 
accounting principles, and special risk considerations. 
o The claims cycle, which includes a discussion of accounting practices 
and special risk considerations. 
o The investment cycle, which includes a discussion of regulation, various 
investment alternatives, accounting practices, and special risk con-
siderations . 
o Reinsurance, which includes a discussion of the types of reinsurance, 
accounting practices, ceded reinsurance, and assumed reinsurance. 
o Taxes, which includes both federal and state taxation. 
o Differences between statutory accounting practices and generally ac-
cepted accounting principles. 
o The auditor's report, which includes a discussion of the various types 
of reports and illustrates those reports. 
In addition, appendices B and C discuss internal accounting controls and 
auditing objectives and procedures. 
Users of this audit guide should be aware of certain accounting issues affect-
ing the insurance industry that are being studied by the accounting profes-
sion. The Insurance Companies Committee and the AICPA Accounting Standards 
Executive Committee (AcSEC) have prepared certain issues papers and are devel-
oping drafts of others to discuss those issues as well as present resolutions 
for them. 
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Issues papers sent to the FASB on property and liability insurance accounting 
include Computation of Premium Deficiencies in Insurance Enterprises (3/26/84) 
and Accounting for Loss Portfolio Transfers (letter) (1/16/85). 
The draft issues papers on property and liability insurance accounting that 
the Insurance Companies Committee and AcSEC are currently considering are the 
following: "Foreign Property and Casualty Reinsurance" (2/2/87), "Accounting 
for Fronting Arrangements" (3/11/87), "Accounting for Reinsurance Contracts 
That May Not Involve Transfer of Risk" (1/16/86), and "The Use and Application 
of Discounting in Financial Reporting for (1) Monetary Items With Uncertain 
Terms Other Than Those Covered by Existing Authoritative Literature and (2) 
Impairments of Value" (2/24/87).* 
The FASB also has exposure drafts outstanding that will affect the financial 
accounting and reporting practices of property and liability insurance com-
panies. These papers are the following: (1) Accounting for Income Taxes, 
(2) Statement of Cash Flows, (3) Consolidation of All Majority-Owned Subsidi-
aries, and (4) Accounting and Reporting by Insurance Enterprises for Certain 
Long-Duration Insurance Contracts and Realized Gains and Losses from the Sale 
of Investments. The fourth exposure draft includes a provision that would 
require realized gains and losses from securities transactions to be reported 
on a pretax basis as a component of operating income. This provision would 
eliminate the "two-step" income statement for all insurance companies. 
The GASB has an outstanding project on the accounting and financial reporting 
by both governmental insurance pools and governments as risk retainers and 
risk transferors. It anticipates issuing a Discussion Memorandum (DM) on the 
subject in 1987. The DM will raise questions as to whether FASB Statement 
No. 60, Accounting and Reporting by Insurance Enterprises, should be adopted 
in total or if certain departures from Statement No. 60 are appropriate for 
governmental pools, for example, whether liabilities for unpaid claims and 
claim adjustment expenses should be discounted. 
The Auditing Standards Board has several exposure drafts outstanding that 
propose new standards for audit performance and auditor communications. Most 
of the proposed standards would change existing standards; other proposed 
standards would provide authoritative guidance in areas not covered by ex-
isting standards. 
As these issues are resolved, amendments to the guide may be issued by the 
AICPA, or pronouncements may be issued by the FASB or GASB. 
At its March 17 to 19, 1987, meeting in Denver, Colorado, AcSEC approved 
changing a draft issues paper on "Accounting for Foreign Property and Lia-
bility Reinsurance" to a draft Statement of Position and exposing it for 
comment after negative clearance by AcSEC and review by the FASB. 
AcSEC will consider the draft issues paper, "Accounting for Fronting Arrange-
ments," in 1987. 
vi 
* 
TABLE OF CONTENTS 
Page 
Chapter 1 - NATURE, CONDUCT, AND REGULATION OF THE BUSINESS 1 
General Nature of the Business 1 
Types of Insurance 1 
Types of Organizations 4 
Methods of Producing Business 4 
Major Transaction Cycles 5 
Underwriting of Risks 5 
Processing and Payment of Claims 8 
Investments 9 
Accounting Practices 9 
Statutory Accounting Practices 10 
Generally Accepted Accounting Principles 11 
Regulation 12 
State Insurance Regulation 12 
National Association of Insurance Commissioners 13 
Federal Regulation—Securities and Exchange Commission 14 
Industry Associations 14 
Chapter 2 - AUDIT CONSIDERATIONS 15 
Preliminary Audit Considerations 15 
Overall Risk Factors 15 
NAIC Insurance Regulatory Information System 16 
NAIC Profitability Reports 17 
Specific Audit Risk Factors 17 
Preliminary Review of Internal Control 18 
Control Environment 18 
Flow of Transactions 19 
Electronic Data Processing 19 
Chapter 3 - THE PREMIUM CYCLE 21 
Rating 21 
The Transaction Cycle 21 
Evaluating and Accepting Risks 22 
Issuing Policies 24 
Billing and Collecting Premiums 24 
Commissions 25 
Premium Adjustments 26 
Home Office and Branch Office Recordkeeping 26 
vii 
Page 
Premiums Transaction Flow 28 
Accounting Principles 28 
Short- and Long-Duration Contracts 28 
Revenue Recognition 29 
Policy Acquisition Costs 30 
Premium Deficiencies 30 
Special Risk Considerations 30 
Chapter 4 - THE CLAIMS CYCLE 33 
Introduction 33 
The Transaction Cycle 34 
Claim Acceptance and Processing 34 
Claim Adjustment and Estimation 34 
Claim Settlement 35 
Reinsurance Recoverable 36 
Loss Reserve Estimation 36 
Claim Adjustment Expenses 38 
Claims Transaction Flow 39 
Accounting Practices 40 
Statutory Accounting Practices 41 
Special Risk Considerations 41 
Current Trends and Conditions 41 
Claims Incurred But Not Reported 42 
Small and New Companies 43 
Chapter 5 - THE INVESTMENT CYCLE 44 
Regulation 44 
Investment Alternatives 44 
Short-Term Investments 44 
Other Investment Alternatives 45 
The Transaction Cycle 46 
Investment Evaluation 46 
Safekeeping 47 
Recordkeeping 47 
Accounting Practices 47 
Statutory Accounting Practices 49 
Special Risk Considerations 50 
viii 
Page 
Chapter 6 - REINSURANCE 52 
Introduction 52 
Types of Reinsurance 54 
Reinsurance Contracts 54 
Reinsurance Transactions 55 
Accounting Practices 56 
Special Risk Considerations 57 
Applicability and Scope of Guidance 57 
Ceded Reinsurance 57 
Internal Controls of the Ceding Company 57 
Auditing Procedures 59 
Assumed Reinsurance 60 
Internal Controls of the Assuming Company 60 
Auditing Procedures 61 
Pools, Associations, and Syndicates 62 
Reinsurance Intermediaries 63 
Chapter 7 - TAXES 65 
Federal Income Taxation 65 
Impact of TRA 65 
Provisions of TRA on Property and Liability Insurance Companies 65 
Statutory Accounting Practices and Taxable Income 69 
Special Income Tax Provisions 70 
State Taxation 70 
Chapter 8 - SAP TO GAAP RECONCILIATION 72 
Differences Between SAP and GAAP 72 
Investments 73 
Nonadmitted Assets 74 
Acquisition Costs 74 
Premium Deficiencies 75 
Policyholder Dividends 75 
Contingent Commissions 75 
Loss Reserves 75 
Salvage and Subrogation 75 
Deferred Taxes 76 
ix 
Page 
Summary 76 
Appendix A - SUMMARY OF AUDIT RISK FACTORS 79 
Appendix B - ILLUSTRATIONS OF INTERNAL ACCOUNTING CONTROL OBJECTIVES 
AND PROCEDURES 82 
Appendix C - ILLUSTRATIONS OF AUDITING OBJECTIVES AND PROCEDURES 91 
Appendix D - ILLUSTRATIVE FINANCIAL STATEMENTS AND DISCLOSURES 102 
Appendix E - AUDITORS' REPORTS 113 
Appendix F - NAIC INSURANCE REGULATORY INFORMATION SYSTEM (IRIS) 132 
Appendix G - EXAMPLES OF DEVELOPMENT DATA 135 
Appendix H - INDUSTRY ORGANIZATIONS 140 
GLOSSARY 142 
BIBLIOGRAPHY 157 
x 
CHAPTER 1 
NATURE, CONDUCT, AND REGULATION OF THE BUSINESS 
GENERAL NATURE OF THE BUSINESS 
1.1 The primary purpose of the property and liability insurance business 
is the spreading of risks. The term risk generally has two meanings in insur-
ance. It can mean either a peril insured against (for example, fire is a risk 
to which most property is exposed) or a person or property protected (for ex-
ample, young drivers, who many insurance companies believe are not good 
risks). For a payment known as a premium, insurance companies undertake to 
relieve the policyholder of all or part of a risk and to spread the total cost 
of similar risks among large groups of policyholders. 
1.2 The functions of the property and liability insurance business include 
marketing, underwriting (that is, the determination of the acceptability of 
the risk and the amount of the premium), billing and collecting premiums, in-
vesting and managing assets, investigating and settling claims made under 
policies, and paying expenses associated with these functions. 
1.3 In conducting its business, an insurance company accumulates a signifi-
cant amount of investable assets. In addition to funds raised as equity and 
funds retained as undistributed earnings, funds accumulate from premiums 
collected in advance, sums held for the payment of claims in process of 
investigation, adjustment or litigation, and sums held for payment of future 
claims settlement expenses. The accumulation of these funds leads to the 
second major business activity of an insurance company—the investment of funds 
and the generation of investment income. 
TYPES OF INSURANCE 
1.4 Types of insurance, generally referred to as lines of insurance, repre-
sent the perils which are insured by property and liability insurance com-
panies. Some of the more important lines of insurance are described in the 
following paragraphs. 
Fire and allied lines, which include coverages for fire, windstorm, hail and 
water damage (but not floods). 
Ocean marine, which includes coverage for ships and their equipment, cargos, 
freight or money to be paid for use of the ships and liability to third par-
ties for damages. (Ocean marine is perhaps the oldest form of insurance, go-
ing back at least six hundred years to the days of the Venetian traders.) 
Inland marine, which covers property being transported other than transocean. 
(It also includes floaters, such as personal property, jewelry, and furs.) 
Workers' compensation, which compensates employees for injuries sustained in 
the course of their employment. 
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Automobile, which covers personal injury or automobile damage sustained by the 
insured and liability to third parties for losses caused by the insured. 
Multiple peril, which is a package coverage including most property and lia-
bility coverages except workers' compensation, automobile insurance, and 
surety bonds. 
Medical malpractice, which covers physicians, surgeons, dentists, hospitals, 
and the like for liability arising from error or misconduct in providing or 
failing to provide professional service. 
Miscellaneous liability, which covers most other physical and property damages 
not included under workers' compensation or automobile liability policies. 
(Damages include death, cost of care, and loss of services resulting from 
bodily injury, as well as loss of use of property.,) 
Fidelity bonds, which cover employers against dishonest acts by employees. 
Blanket fidelity bonds cover groups of employees. 
Surety bonds, which provide for monetary compensation to third parties for 
failure by the insured to perform specifically covered acts within a stated 
period. (Most surety bonds are issued for persons doing contract construc-
tion, persons connected with court actions, and persons seeking licenses and 
permits. Surety bonds also include financial guarantees.) 
Accident and health, which covers loss by sickness or accidental bodily in-
jury. (It also includes forms of insurance that provide lump-sum or periodic 
payments in the event of loss by sickness or accident, such as disability 
income insurance, and accidental death and dismemberment insurance.) 
1.5 In addition to these lines, insurance is provided by excess and surplus 
lines. Excess liability covers the insured against loss in excess of a stated 
amount, but only for losses as covered and defined in an underlying policy. 
The underlying amount is usually insured by another policy but can be retained 
by the insured. Surplus lines include coverage for risks which do not fit 
normal underwriting patterns, risks that are not commensurate with standard 
rates, or risks that will not be written by standard carriers because of 
general market conditions. Policies are written by carriers not licensed in 
the jurisdiction where the risk is located and generally are not subject to 
regulations governing premium rates or policy language. 
1.6 The lines and premium volume that may be written by a company are gener-
ally restricted by state insurance regulations. For example, total written 
premiums may be limited to a ratio of the company's equity. (This and other 
insurance regulations developed by the NAIC are further discussed in chapter 2 
under "NAIC Insurance Regulatory Information System.") 
1.7 Insurance written by property and liability insurance companies may be 
broadly classified as personal lines, which consist of insurance policies is-
sued to individuals, or commercial lines, which consist of policies issued to 
business enterprises. Personal lines generally consist of large numbers of 
relatively standard policies with relatively small premiums per policy. 
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Examples are homeowners, multiple peril and individual automobile liability. 
Commercial lines involve policies with relatively large premiums that are 
often retroactively adjusted based on claims experience. The initial premium 
is often only an estimate because it may be related to payroll or other vari-
ables. Examples are workers' compensation and general liability. Many large 
insurance companies frequently have separate accounting, underwriting, and 
claim-processing procedures for these two categories. 
1.8 Generally, insurance is available to the individual as a means of protec-
tion against loss. There are instances, however, when an individual cannot 
obtain insurance in the voluntary insurance market. Various programs have 
been established by states to provide insurance to those with high risks who 
would otherwise be excluded from obtaining coverage. Some of the more common 
programs that provide the necessary coverage are— 
o Involuntary automobile insurance. States have a variety of methods for 
apportioning involuntary automobile insurance. The most widely used ap-
proach is the Automobile Insurance Plan (formerly called the Assigned 
Risk Plan). Under this plan, all companies writing automobile insurance 
in the state are allocated a share of the involuntary business on an 
equitable basis. Each automobile insurer operating in a state accepts a 
share of the undesirable drivers, based on the percentage of the state's 
total auto insurance that it writes. For example, a company that writes 
5 percent of the voluntary business in a state may be assigned 5 percent 
of the involuntary applicants. It is then responsible for collecting 
the premiums and paying the claims on the policies issued to these ap-
plicants. Other states use a reinsurance plan, under which each insurer 
accepts all applicants but may place high-risk drivers in a reinsurance 
pool, with premiums paid to and losses absorbed by the pool. Still an-
other approach is a joint underwriting association, in which a servicing 
company is designated to handle high-risk drivers, with all insurers in 
the state participating in the underwriting results. 
o FAIR plans. FAIR (Fair Access to Insurance Requirements) plans are fed-
erally approved, state-supervised programs established to provide cover-
age for property in high-risk areas. Companies that operate in the 
state are assessed for any underwriting losses experienced by the FAIR 
plan. 
o Medical malpractice pools. These pools were established when health-
care professionals and institutions were experiencing difficulty in ob-
taining liability insurance in the voluntary insurance market. The 
pools were established by law and currently exist in the majority of 
states. All insurers writing related liability insurance in such 
states are considered mandatory participants of the pools as a condition 
for their continuing authority to transact business in such states. 
o Workers' compensation pools. These pools are similar to FAIR plans. 
Like FAIR plans, companies operating in a given state are assessed a 
proportionate share, based on direct writings, of the underwriting re-
sults of the pool. 
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TYPES OF ORGANIZATIONS 
1.9 The three principal types of property and liability insurance organiza-
tions are— 
a. Stock companies. Stock companies are corporations organized for profit 
with ownership and control of operations vested in the stockholders. 
Generally, the stockholders are not liable in case of bankruptcy or 
impairment of capital. 
b. Mutual companies. Mutual companies are organizations in which the own-
ership and control of operations are vested in the policyholders. On 
the expiration of their policies, policyholders lose their rights and 
interest in the company. Many states require the net assets of a 
mutual insurance company in liquidation to be distributed among the 
current policyholders of the company, and the prior policyholders have 
no claim against the assets. Most major mutual companies issue nonas-
sessable policies as provided under the various state laws; if a mutual 
company is not qualified to issue such policies, however, each policy-
holder is liable for an assessment equal to at least one annual premium 
in the event of bankruptcy or impairment of minimum equity require-
ments. 
c. Reciprocal or interinsurance exchanges. These are composed of a group 
of persons, firms, or corporations, commonly termed subscribers, who 
exchange contracts of insurance through the medium of an attorney-in-
fact. Each subscriber executes an identical agreement empowering the 
attorney-in-fact to assume, on the subscriber's behalf, an underwriting 
liability on policies covering the risks of the other subscribers. The 
subscriber assumes no liability as an underwriter on policies covering 
his own risk; his liability is several and not joint and is limited by 
the terms of the subscriber's agreement. Customarily, the attorney-in-
fact is paid a percentage of premium income, from which he pays most 
operating expenses, but some exchanges pay their own operating expenses 
and compensate the attorney-in-fact at a lower percentage of premiums 
or by some other method. 
Methods of Producing Business 
1.10 The marketing department is responsible for sales promotion, supervision 
of the agency or sales force, and sales training. Property and liability in-
surance companies may produce business through a network of agents (agency 
companies) or through an employee sales force (direct writing companies), or 
they may acquire business through insurance brokers. A combination of methods 
may also be used. The distinctions among an agent, a broker, and a salesman 
are based on their relationships with the insurance company. 
1.11 Agents. An insurance agent acts as an independent contractor who repre-
sents one insurance company (an exclusive agent) or more than one company (an 
independent agent) with express authority to act for the company in dealing 
with insureds. 
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1.12 General agents have exclusive territories in which to produce business. 
They agree to promote the company's interest, pay their own expenses, maintain 
a satisfactory agency force, and secure subagents. They may perform a signi-
ficant portion of the underwriting. They also perform other services in con-
nection with the issuance of policies and the adjustment of claims, which 
neither local agents nor brokers are authorized or expected to do. 
1.13 Local and regional agents are authorized to underwrite and issue poli-
cies but are not usually given exclusive territories. They usually report 
either to company branch offices or directly to the companies' home offices. 
Agents are generally compensated by commissions based on percentages of the 
premiums they produce. Because of their greater authority and duties, general 
agents usually receive higher percentages than local or regional agents. 
1.14 Agents have the power to bind the company, which means the insurance is 
effective immediately, regardless of whether money is received or a policy is 
issued. Generally, agents are considered to have vested rights in the renewal 
of policies sold for insurance companies. The company cannot, however, compel 
independent agents to renew a policy, and they may place renewals with another 
company. 
1.15 Brokers. An insurance broker represents only the insureds; he has no 
contractual relationships with insurance companies. As a result, brokers do 
not have the power to bind the company. Brokers solicit business and submit 
it for acceptance or rejection with one or more insurance companies. A broker 
may submit business directly to a company or through general or local agents 
or through other brokers. The broker is compensated by commissions paid by 
insurance companies, normally based on percentages of the premiums on policies 
placed with the companies. 
1.16 Direct Writing. Direct writing companies sell policies directly to the 
public, usually through salesmen, thus bypassing agents and brokers. Direct 
writing may be done from the company's home office or through branch sales 
offices. Underwriting and policy issuance may also be done from the home of-
fice or branches. The salesmen may be paid commissions, straight salaries or 
both (that is, a commission incentive with a basic salary). Salesmen gener-
ally have the power to bind the company; however, the company retains the 
right to cancel the policy, generally for up to sixty days. 
1.17 In addition to these conventional methods, mass merchandising is used 
for producing business. This approach results in sales to many people at 
once, with single programs to insure a number of people or businesses. Mass 
merchandising methods use direct billing techniques that may also permit indi-
viduals to be billed by salary deductions or on credit cards. 
MAJOR TRANSACTION CYCLES 
Underwriting of Risks 
1.18 Underwriting includes evaluation of the acceptability of the risk, de-
termination of the premium, and evaluation of the company's capacity to assume 
the entire risk. 
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1.19 Evaluating Risks. Evaluation of risks and their acceptance or rejection 
involves (a) a review of exposure and potential loss based on both the review 
of dailies (office copies of policies) and the endorsements to existing poli-
cies and (b) an investigation of risks in accordance with procedures estab-
lished by company policy and state statutes. For example, applicants for 
automobile insurance may be checked by reference to reports on driving records 
issued by a state department of motor vehicles. Application for certain types 
of coverage may require an engineering survey, a fire hazard survey, or simi-
lar investigations. In addition, a company's underwriting policy may estab-
lish certain predetermined criteria for accepting risks. Such criteria often 
specify the lines of insurance that will be written as well as prohibited 
exposures, the amount of coverage to be permitted on various types of expo-
sure, the areas of the country in which each line will be written, and similar 
restrictions. 
1.20 Setting Premium Rates. Establishing prices for insurance coverages is 
known as the rate-making process, and the resultant rates are referred to as 
premiums. Determining premiums is one of the most difficult tasks in the 
insurance business. In most cases, the cost of insurance is not known at the 
time the insurance policy is issued and frequently is not known until years 
later. Determining proper premium rates is further complicated by the fact 
that no two insurable risks are exactly alike. The intensity of competition 
among the hundreds of property and liability insurance companies in the United 
States is also significant in setting premiums. 
1.21 Premium rates may be established by one of three methods: 
a. Manual rating, which results in standard rates for large groups of 
similar risks, used for example in many personal lines such as automo-
bile insurance 
b. Judgment rating, which depends on the skill and experience of the rate-
maker, used generally for large or unusual risks such as ocean marine 
insurance 
£. Merit rating, which begins with an assumed standard or "manual" rate 
that is adjusted based on an evaluation of the risk or the insured's 
experience in past or current periods, used in many commercial lines 
such as workers' compensation 
1.22 The transaction cycle for premiums is described in more detail in chap-
ter 3. 
1.23 Reinsurance. Insurance companies collect amounts from many persons sub-
ject to insurable hazards; it is expected that these amounts will be suffi-
cient in the aggregate to pay all losses sustained by the persons in the 
group. To do so, the number of persons insured must be large enough for the 
law of averages to operate. However, insurance companies are often offered, 
or may be compelled to accept, insurance of a class for which they do not have 
enough volume in the aggregate to permit the law of averages to operate. 
Also, companies often write policies on risks for amounts beyond their finan-
cial capacities to absorb; or a company may write too great a concentration 
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of policies in one geographic area, which exposes the companies to catas-
trophes beyond their financial capabilities. Ordinarily, all or part of such 
risks are passed on to other insurance companies. 
1.24 Spreading of risks among insurance companies is called reinsurance. The 
company transferring the risk is called the ceding company, and the company to 
which the risk is transferred is called the assuming company, or the rein-
surer. Although a ceding company may transfer its risk to another company 
through reinsurance, it does not discharge its primary liability to its poli-
cyholders. The ceding company remains liable for claims under the policy; 
however, through reinsurance, the ceding company reduces its maximum exposure 
in the event of loss by obtaining the right to reimbursement from the assuming 
company for the reinsured portion of the loss. 
1.25 The term portfolio reinsurance is applied to the sale of all or a block 
of a company's insurance in force to another company. This type of reinsur-
ance is frequently used when a company wishes to withdraw from a particular 
line, territory, or agency. In portfolio reinsurance, the assuming company 
generally undertakes responsibility for servicing the policies—collecting the 
premiums, settling the claims, and so on—and the policyholder subsequently 
deals directly with the assuming company. 
1.26 The principal types of reinsurance agreements and the mechanics of rein-
surance are discussed in detail in chapter 6. 
1.27 Pooling. The term pooling is often used to describe the practice of 
sharing among groups of associated insurance companies all or portions of the 
insurance business of the groups. All premiums written by the associated com-
panies are customarily ceded to one company; then, after allowing for any 
business reinsured outside the group, the premiums are in turn ceded back in 
agreed ratios. Claims, claim adjustment expenses, commissions and other 
underwriting and operating expenses are similarly apportioned. Each member of 
the group shares pro rata in the total business of the group, and all achieve 
similar underwriting results. 
1.28 Underwriting Pools, Associations, and Syndicates. Underwriting pools, 
associations, or syndicates are formed by several independent companies or 
groups of companies in joint ventures to underwrite specialized types of 
insurance or to write in specialized areas. These groups are often operated 
as separate organizations having distinctive names and their own staffs of 
employees. The pools, associations, or syndicates may issue individual or 
syndicate policies on behalf of the member companies who share in all such 
policies in accordance with an agreement, or policies may be issued directly 
by the member companies and then reinsured among the members in accordance 
with the agreement. The agreement stipulates the manner of operation of the 
group and the sharing of premiums, claims, and expenses. Such groups custo-
marily handle all functions in connection with the specialized business that 
would otherwise have to be handled by specific departments in each of the 
member companies. This type of arrangement usually results in a more economi-
cal handling of the business for the members. 
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1.29 Captives. Noninsurance businesses try to use a variety of methods to 
minimize their cost of insurance. Other than self insurance, perhaps the most 
conventional method is the use of captive insurers. A captive insurer is a 
wholly owned subsidiary created for the purpose of providing insurance to the 
parent company. Captives were originally formed because no tax deductions are 
allowed for self insurance, while premiums paid to an insurer are tax deduct-
ible. Many captives are chartered in Bermuda, where the business climate is 
receptive to their formation. However, in 1977, the IRS ruled that premiums 
paid to an offshore captive would not be allowed as a deductible expense un-
less a significant volume of insurance is placed with the captive firm by 
companies outside the consolidated group. 
Processing and Payment of Claims 
1.30 An insurance company's claim department accepts, investigates, adjusts, 
and settles claims. The first step in the claim process is notice by the in-
sured to the company that a loss has occurred. The insured reports the loss 
to the agent, who will either help the insured to prepare, or will prepare, a 
loss report to be forwarded to the insurance company. The second step-
investigation and adjustment—is designed to determine whether a loss occurred 
and whether the loss is covered by the policy. Companies generally use claims 
adjusters, who may be employees of the insurance company or the agent, to in-
vestigate claims. Insurance companies may also use outside organizations to 
adjust claims. 
1.31 Adjustment Bureaus. These are established by a number of insurance com-
panies to investigate and settle some or all of the claims of the member com-
panies. Subject to certain limitations, an adjustment bureau acts for each 
such company in the adjustment of and negotiations leading to the settlement 
of claims, with the company retaining the final power of approval or disap-
proval. Expenses of the adjustment bureau are shared by all members on an 
equitable basis generally determined by the number or dollar volume of claims 
referred to it for adjustment. 
1.32 Independent adjusters are engaged by many companies to investigate and 
adjust certain claims. They charge stipulated fees for their services. 
1.33 The adjustment process also includes an estimation of the amount of the 
loss. The adjuster will help determine the amounts of losses and the reserves 
required. 
1.34 The third step of the claim process is claim settlement, either payment 
or denial of a claim. After negotiation with a claimant, a check or draft is 
issued for the amount of the adjusted claim. Upon receipt of payment, the 
claimant generally signs a release indicating that final settlement has been 
received. 
1.35 The transaction cycle for claims is discussed in more detail in 
chapter 4. 
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Investments 
1.36 By the very nature of its activities, the property and liability insur-
ance company functions as a conduit of funds. It collects funds, known as 
premiums, from all those desiring protection from financial loss and dis-
burses funds to those who incur such losses. Between receipt of premiums and 
payment of losses, which can be a long period for third-party claims, a prop-
erty and liability insurance company invests these funds. 
1.37 Because insurance companies must be able to meet the claims of their 
policyholders, their investments must be both stable and sufficiently liquid. 
To ensure that companies will be able to meet their obligations, statutory 
restrictions have been placed on insurance company investment activities. 
Although statutes and regulations vary from state to state, most states spe-
cify maximum percentages of a company's assets that may be placed in various 
types of investments. In addition, regulatory authorities may require that 
some investments be deposited with the state insurance department as a con-
dition for writing business in that state. Invested assets consist primarily 
of bonds and marketable equity securities, but investments are also commonly 
made in mortgage loans and income-producing real estate. In addition, the 
insurance industry has been increasingly utilizing options writing, financial 
futures, and similar investments in its investment activities. 
1.38 Virtually all insurance companies have separate investment departments 
responsible for managing the companies' investable funds. Insurers generally 
plan investments so that the maturities of their investment portfolios match 
their claim payment patterns. This is generally referred to as asset and 
liability management: that is, funds are invested so that the income from 
these investments plus maturities will meet the ongoing cash flow needs of the 
company. This matching approach requires a correct mix of long- and short-
term investments. 
1.39 The investment cycle is discussed in more detail in chapter 5. 
ACCOUNTING PRACTICES 
1.40 Most property and liability insurance companies maintain their general 
ledger on a modified cash basis but prepare financial statements for regula-
tory filings on the accrual basis. The accounting practices used to prepare 
such statutory financial statements differ in some respects from generally 
accepted accounting principles (GAAP), as discussed in chapter 8. The adjust-
ments necessary to convert the accounts to the accrual basis are usually re-
corded in working papers that are part of the company's official accounting 
records, rather than in the general ledger. Modified cash-basis accounting is 
employed by property and liability insurance companies because it is readily 
usable for preparing certain exhibits of details of income and expense items, 
on both a cash basis and an accrual basis, that are required to be included in 
the annual statements filed with the state insurance departments, which regu-
late the activities of property and liability insurance companies. 
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1.41 Because of the use of cash basis accounting for recording purposes and 
accrual basis accounting for reporting purposes, assets are generally cate-
gorized as follows: 
o Ledger assets, which are assets a company has recorded on its general 
ledger. In general, these are items obtained by cash expenditures, 
for example, investments, or items that arise from insurance transac-
tions, or premiums receivable and reinsurance recoverable. 
o Nonledger assets, which are assets not recorded on a company's general 
ledger but are available from supplemental ledger records or other 
sources, for example, excess of market value over book value of invest-
ments and accrued investment income. 
o Nonadmitted assets, which are assets that are considered to be of no 
value by state insurance departments in determining the solvency of an 
insurance company. Such items include excess of book value over market 
value of investments, furniture and fixtures, equipment, supplies, and 
uncollected premiums or agents' balances over ninety days past due. 
Assets required to be classified as nonadmitted vary from state to 
state. Although equipment is generally a nonadmitted asset, electronic 
data processing equipment is considered an admitted asset primarily be-
cause of the high cost of such equipment. Nonadmitted assets are ex-
cluded from the statutory balance sheet by a direct charge to statutory 
surplus. 
1.42 Insurance companies also have ledger liabilities and nonledger liabili-
ties. For most property and liability insurance companies, ledger liabilities 
consist of liabilities arising directly from cash transactions, such as pay-
roll deductions, while nonledger liabilities consist of liabilities that do 
not arise as a direct result of cash transactions, such as loss reserves, 
unearned premiums, contingent commissions, and taxes. 
Statutory Accounting Practices 
1.43 Statutory accounting practices (SAP) have been established through the 
statutes of various states or through the National Association of Insurance 
Commissioners (NAIC). Many of these accounting practices are informal rulings 
given by regulatory authorities in response to specific questions, which are 
then applied to similar situations in other companies. The NAIC has codified 
these statutory accounting practices and procedures in their publication, 
Accounting Practices and Procedures Manual for Fire and Casualty Insurance 
Companies. Such rules and regulations have been designed primarily to protect 
the policyholder and, as such, are intended to focus attention on recoverable 
amounts of assets rather than on the amounts recognized under GAAP. (The 
major differences between SAP and GAAP are summarized in chapter 8.) 
1.44 Property and liability insurance companies must file an annual report, 
prepared on the basis of SAP, with each state in which the company is li-
censed. The Fire and Casualty Annual Statement, also referred to as the con-
vention blank, statutory blank, or simply the blank, is prepared on a 
calendar-year basis and must be filed by the first of March following each 
year. The format of the annual statement is determined by the NAIC. 
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1.45 Insurance companies are examined regularly by state or zone (groups of 
states) insurance examiners, usually triennially. The Annual Statements filed 
with the regulatory authorities are used to monitor the financial condition of 
insurance companies in the period between examinations and to provide the fi-
nancial data to help regulate the industry. In addition, some states have 
enacted rules requiring insurance companies domiciled or licensed to write 
business in the state to have their annual statutory financial statements ex-
amined by independent auditors. These examinations are considered a supple-
ment to the state examination and generally are not in lieu of the state 
examination. * 
1.46 Along with the examination of financial statements, insurance examiners 
review compliance with laws or regulations concerning policy forms, premium 
rates, types of investments, composition of the board of directors, attendance 
by members at board meetings, reinsurance contracts, intercompany transac-
tions, and fair treatment of policyholders. Insurance examiners use the 
Examiners Handbook, a publication of the NAIC which outlines the procedures 
for conducting an examination as a guide in performing examinations and in 
preparing reports. Many of the steps followed in the examination are similar 
to those followed by independent auditors. 
Generally Accepted Accounting Principles 
1.47 In 1966, the AICPA issued an industry audit guide, Audits of Fire and 
Casualty Insurance Companies, which included guidance on prescribed financial 
reporting principles and practices. In response to variations in accounting 
practices and in an effort to clarify and expand the accounting discussion in 
the guide, the AICPA issued Statement of Position 78-6, Accounting for Prop-
erty and Liability Insurance Companies in 1978. Then in 1982, the Financial 
Accounting Standards Board issued FASB Statement No. 60, Accounting and Re-
porting by Insurance Enterprises, which sets forth specialized industry ac-
counting principles for insurance companies. 
1.48 FASB Statement No. 60 classifies insurance contracts as being either 
short-duration or long-duration contracts. The classification depends on 
whether a contract is expected to provide coverage for an extended period. 
The factors that should be considered in determining whether a particular 
contract can be expected to remain in force for an extended period are the 
following: 
a. A short-duration contract provides insurance protection for a fixed 
period of short duration and enables the insurer to cancel the contract 
or to adjust the provisions of the contract at the end of any contract 
period, such as adjusting the amount of premiums charged or coverage 
provided. 
b. A long-duration contract is generally not subject to unilateral changes 
in its provisions, such as noncancelable or guaranteed renewable con-
tracts, and requires the performance of various functions and services 
(including insurance protection) for an extended period. Determining 
whether a contract is short-duration or long-duration requires both 
judgment and an analysis of the contract terms. Most property and 
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liability insurance contracts currently issued are classified as short-
duration contracts. 
1.49 Under FASB Statement No. 60, premiums from short-duration contracts 
ordinarily are recognized as revenue over the contract period, and liabilities 
from unpaid claims and for claim adjustment expenses are accrued when insured 
events occur during the contract period. Certain costs, called acquisition 
costs, vary with and are primarily related to the acquisition of insurance 
contracts. These costs are capitalized and charged to expense in proportion 
to premium revenue recognized (that is, over the contract period also). (Par-
ticular sections of this audit guide may discuss requirements of FASB State-
ment No. 60, but the reader should refer to the statement itself for specific 
guidance.) 
REGULATION 
State Insurance Regulation 
1.50 The insurance industry is deemed to be a business vested with the public 
interest and is regulated by the states. Statutes in each state provide for 
the organization and maintenance of an insurance department responsible for 
supervising insurance companies and enforcing compliance with the law. Prop-
erty and liability insurance companies are subject to formal regulation by the 
insurance department of the state in which they are domiciled and are also sub-
ject to the insurance regulations of the various states in which they are li-
censed to do business. Although statutes vary from state to state, they have 
as their common principal objective the development and enforcement of meas-
ures designed to promote the following: 
o Solvency 
o Propriety of premium rates 
o Fair dealings with policyholders 
o Uniform financial reporting 
1.51 The statutes (a) restrict investments of insurance companies to certain 
types of assets, (b) prescribe methods of valuation of securities and other 
assets, (c) require maintenance of minimum reserves, capital, and surplus, and 
(d) define those assets not permitted to be reported as admitted assets in 
annual statements filed with insurance departments. 
1.52 Insurance premium rates are regulated by the states to ensure that rates 
are adequate, reasonable, and not discriminatory. To meet these objectives, 
the collection and sharing of statistical data among companies is necessary in 
establishing premium rates. In a 1944 decision, the Supreme Court held that 
insurance is interstate commerce and as such is subject to regulation by the 
federal government. However, in 1945 Congress passed Public Law 15, the 
McCarran-Ferguson Act, which exempts the insurance business from antitrust 
laws. Although Congress insisted that the federal government has the right to 
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regulate the insurance industry, it stated in the McCarran-Ferguson Act that 
the federal government would not regulate insurance as long as state legisla-
tion provides for supervision of insurance companies, including rate-making. 
The following are practices protected by the McCarran-Ferguson Act: 
o Pooling of statistical data for rate-making 
o Standard policy forms and standardized coverage 
o Joint underwriting and joint reinsurance, (such as insurance pools for 
exceptional hazards) 
o Tying of various lines of insurance, that is, making the purchase of un-
profitable lines of insurance conditional on the purchase of profitable 
lines 
1.53 All states have passed legislation requiring insurance commissioners to 
approve most rates charged by insurance companies. A company must file most 
rates with the insurance department of each state in which it is authorized to 
do business, except in California, where company records are periodically ex-
amined for that purpose. A number of states also require formal or tacit ap-
proval of rates by respective state insurance departments. 
1.54 To promote fair dealing with policyholders, state statutes provide for 
certain standard provisions to be incorporated in policies and for the insur-
ance departments to review and approve the various forms of policies. Insur-
ance agents, brokers, and salesmen must qualify for licenses granted by the 
insurance department before they may conduct business. 
1.55 To promote uniform financial reporting, as previously discussed, the 
statutes provide for annual or more frequent filings with the insurance de-
partments in prescribed form. 
1.56 In the majority of states, organization of insurance companies may not 
be undertaken without the authorization of the insurance department and, in 
those states where such authorization is not required, approval of the insur-
ance department is necessary for the completion of organization. 
1.57 An insurance department generally consists of an insurance commissioner 
or superintendent in charge, one or more deputies, and staffs of examiners, 
attorneys, and clerical assistants. A commissioner usually is given a great 
many discretionary powers and can issue rules and regulations necessary to 
ensure compliance with state statutes. 
National Association of Insurance Commissioners 
1.58 To create greater uniformity both in the laws and their administration 
and to recommend desirable legislation in the various state legislatures, the 
state commissioners of insurance organized an association that is known today 
as the National Association of Insurance Commissioners (NAIC). Their work 
over the years has helped to eliminate many conflicts of state law and to pro-
mote more uniform and efficient regulation of insurance companies. The NAIC 
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meets at least twice a year in general sessions. The organization has ap-
pointed committees, which cover all phases of the insurance business, to con-
sider various proposals presented. The decisions of the NAIC are not binding 
on any of the commissioners, but a majority follows most of the decisions 
voluntarily. 
Federal Regulation—Securities and Exchange Commission 
1.59 Because property and liability insurance companies are subject to state 
insurance department supervision and regulations, the Securities Exchange Act 
of 1934 contains certain provisions exempting stock property and liability 
insurance companies from registration with the Securities and Exchange Com-
mission (SEC). However, a large number of companies have registered under 
the 1934 Act, either in connection with the listing of their shares on a 
national securities exchange or because they have formed holding companies 
that do not qualify for exemption under the 1934 Act. Property and liability 
insurance companies registered under the 1934 Act must comply with the SEC's 
periodic reporting requirement and are subject to the proxy solicitation and 
insider-trading rules. Insurance companies making public offerings are re-
quired to file under the Securities Act of 1933 and must thereafter undertake 
to comply with the annual and periodic reporting requirements of the 1934 Act. 
However, these companies are not under the proxy solicitation or insider-
trading rules of the Act as long as they meet the attendant provisions for 
exemption. Article 7 of SEC Regulation S-X prescribes the form and content 
of annual financial statements of insurance companies that are required to 
file with the SEC. 
Industry Associations 
1.60 The property and liability insurance industry has many industry asso-
ciations to help deal with the multitude of technical problems that arise in 
the course of business. These organizations also monitor regulatory develop-
ments and provide public relations for the industry. (See appendix H for a 
list. ) 
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CHAPTER 2 
AUDIT CONSIDERATIONS 
PRELIMINARY AUDIT CONSIDERATIONS 
Overall Risk Factors 
2.1 An initial step in any audit is to obtain knowledge of the entity's busi-
ness and the industry in which it operates. Chapter 1 discusses the nature of 
the property and liability insurance business and many characteristics of op-
erations in the industry. A bibliography at the end of the exposure draft 
provides sources for additional information on the industry. In planning an 
audit, the auditor should be aware of the various economic, financial, and 
organizational conditions that create business risks faced by companies in the 
industry. This knowledge helps the auditor judge the audit risks that may be 
involved in the engagement. Although conditions will vary from company to 
company, the following are among the conditions specific to the insurance in-
dustry to be considered: 
o The historically cyclical underwriting patterns caused by general econo-
mic cycles and other factors 
o Widespread rate and product competition in both domestic and inter-
national markets 
o The extensive use of estimates, as in determining loss reserves 
o Social as well as economic inflation, such as increases in litigation 
or amounts of jury awards or settlements that affect operating results 
o The long-tail nature of the business, which is the lag between occur-
rence, reporting, and settlement of a loss 
o The retrospective nature of certain revenue and expense determinations, 
as in workers' compensation insurance 
o The regulatory nature of the industry, which affects most of its func-
tions 
o The need for liquidity and adequate funds to pay policyholder claims 
from catastrophes or similar events and to meet surplus requirements of 
regulatory authorities 
o Reliance on third parties such as agents, brokers, insureds, reinsurers, 
loss adjusters, pools, syndicates and underwriting intermediaries for 
reporting information used in the management and accounting systems 
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2.2 The profitability of an insurance company is generally gauged by its com-
bined ratio, which is the sum of its loss ratio (total incurred losses and 
loss adjustment expenses expressed as a percentage of earned premiums) and its 
expense ratio (total underwriting expenses incurred to written premiums). A 
combined ratio of over 100 percent generally indicates that investment income 
is needed to offset an underwriting loss. The industry combined ratios have 
been over 100 percent from 1975 to 1985 as shown in the following table. 
Industry Combined Ratios* 
(After Dividends) 
Ratio 
Total 
Year Year 
1975 107.9 
1976 102.4 
1977 97.1 
1978 97.4 
1979 100.6 
1980 103.1 
1981 106.0 
1982 109.8 
1983 112.0 
1984 117.9 
1985 116.3 
2.3 Such an operating environment is of concern in the industry because such 
combined ratios can lead to decreased strength of the companies since little 
or no income is available to maintain adequate surplus. 
2.4 The potential effects of these conditions should receive the auditor's 
attention while evaluating audit risks. 
NAIC Insurance Regulatory Information System 
2.5 Many insurance laws and regulations deal with the solvency issue of in-
surance companies, and insurance departments consequently monitor the various 
reports, operating procedures, investment practices, and other activities of 
insurance companies. One of the main purposes of this monitoring system is 
to detect, at an early stage, companies that are troubled or are headed for 
trouble. To assist state insurance departments in monitoring the financial 
condition of property and liability insurance companies, the NAIC Insurance 
Regulatory Information System (IRIS) was developed by a committee of state 
insurance department regulators. It is intended to assist the various state 
insurance departments in identifying insurance companies requiring close sur-
veillance. The system is based on eleven tests for property and liability 
insurance companies. The tests are based on studies of financially troubled 
Source: Best's Review, Property/Casualty Insurance Edition, May 1985 and 
1986. 
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companies compared to financially sound companies. Usual ranges have been es-
tablished under each of the tests for a property and liability company, but 
the ranges may be adjusted to reflect changing economic conditions. The re-
sults of the tests of all companies are compared, and those companies with 
three or more results outside of the usual range are given a priority classi-
fication indicating that a close review of the company should be undertaken. 
In addition, a regulatory team meets at the NAIC central office each year to 
review the results and recommend regulatory attention where appropriate. One 
or more results outside of the usual range does not necessarily mean that a 
company is in unsound financial condition, but the company may be called upon 
to explain the circumstances causing the unusual results. Annually, the NAIC 
publishes a booklet entitled Using the NAIC Insurance Regulatory Information 
System that explains the IRIS ratios in detail. (Each of the individual 
ratios and the acceptable results is briefly described in appendix F.) A 
review of the IRIS test results is a useful tool as a preliminary audit con-
sideration. 
NAIC Profitability Reports 
2.6 The annual statement and supplemental exhibits are the source of data for 
the NAIC Profitability Reports. The Overall Profitability Report develops six 
rates of return: two on sales (earned premium), two on net worth, and two on 
assets. The Overall Profitability report by Company was developed by the NAIC 
in 1971. The stated purpose of the report is "to establish uniform standards 
for measuring the profitability of property-liability insurance companies 
(individually and for companies collectively) on a basis which will facilitate 
comparisons with other businesses and industries." Certain assumptions are 
made, and the data reported in insurers' annual statements are adjusted by 
formulas adopted by the NAIC to estimate a "going-concern" basis. Annually, 
the NAIC publishes a booklet entitled Using the NAIC Profitability Results. 
This booklet explains in detail the rate-of-return calculations for the Over-
all Profitability Report by company. In addition to the NAIC, several states 
have developed their own system of early warning tests. 
2.7 Other industry sources useful in the preliminary assessment of audit 
risks include annual and quarterly statements filed with regulatory authori-
ties, regulatory examination reports, IRS examination reports, and communica-
tions with regulatory authorities. 
Specific Audit Risk Factors 
2.8 Experience has demonstrated that audit risk may be greater in certain 
operating areas than in others. Although the summary of the risk potential in 
these operating areas is not all-inclusive (see appendix A ) , the summary does 
present major areas of recommended concentration in determining the nature and 
extent of audit procedures described in other chapters of this guide. The 
auditor's preliminary conclusions regarding the degree of audit risk may be 
modified by the results of audit work performed. The procedures described 
elsewhere in this guide for each major operating cycle focus on the just-
mentioned areas and other types of audit risk, and the auditor should refer to 
those chapters for additional guidance. 
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PRELIMINARY REVIEW OF INTERNAL CONTROL 
2.9 The second standard of fieldwork requires that there be a proper study 
and evaluation of the existing system of internal control as a basis for re-
liance thereon and for the determination of the extent of the tests to which 
auditing procedures are to be restricted. The first step is to obtain an 
understanding of the company's control environment and the flow of transac-
tions. Normally, this is based on previous experience with the entity and 
reference to working papers of prior engagements. The necessary understanding 
ordinarily is also obtained through inquiries of appropriate personnel of the 
company, observation of the company's operations, reading descriptions of ac-
counting and control systems prepared by the client and reading other appro-
priate documentation, such as financial reports and annual statements of prior 
years. 
Control Environment 
2.10 The effectiveness of control procedures largely depends on the environ-
ment in the company in which the controls are established and maintained. For 
example, a procedure to document verification of insurance coverage before 
paying a claim may be ineffective if management overrides or does not monitor 
compliance with the procedure, and a poor control environment may lead other 
employees to hesitate to challenge noncompliance with controls. An important 
element of an auditor's preliminary review of internal accounting control is, 
therefore, obtaining a general knowledge of the company's control environment, 
including its organizational structure, methods of communicating responsi-
bility and authority, and methods to supervise the system. 
2.11 Organizational Structure. Internal accounting control includes the plan 
of organization as well as specific procedures and records. Chapter 1 des-
cribes significant characteristics of the various functions of property and 
liability insurance companies, including underwriting, that is, the acceptance 
of risks and the determination of premiums, the processing and payment of 
claims, and investing. The organizational structure of a particular company 
may be affected by factors such as (a) the size of the company, (b) the types 
of coverages offered and the methods of marketing utilized, (c) whether the 
company is part of a diversified group of companies, (d) whether operations, 
management, and accounting functions are centralized or decentralized, and 
(e) the existence of international operations. The organizational structure 
should provide for defined responsibilities and authority. It should also 
segregate potentially conflicting functions, for example, policymaking func-
tions from operating functions. Finally, the organizational structure should 
establish accountability for performance and should require adherence to ap-
propriate standards of conduct, including compliance with laws and regula-
tions. (Appendix B discusses in more detail specific features of internal 
accounting control and the structures for achieving control.) 
2.12 Communication of Responsibility and Authority. Many property and lia-
bility insurance companies have numerous and varied product lines, and the 
processing systems (both manual and computerized) tend to be fragmented. Op-
erations are often further divided by functions-underwriting, claims, and so 
on—and, as a result, insurance organizations have large clerical staffs. 
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There are often separations between those who initiate or approve transac-
tions, those who process transactions and those who use the resulting data. 
It is particularly important, therefore, that there are means for adequate 
communication and coordination within the company. For example, the deter-
mination of appropriate reserves for claims and expenses requires management 
judgment applied to trends emerging from premium and claim data. The accuracy 
of this data is directly dependent on the accurate recording and maintenance 
of transaction history. In turn, the determination of an appropriate invest-
ment strategy for the company involves consideration of estimates of amounts 
and timing of claims and expenses. Written guides such as personnel policies, 
financial and accounting policies, and codes of conduct help to ensure that 
defined authority and responsibilities will be understood and observed. Also, 
adequate documentation of activities, including budgets, facilitates review 
and approval procedures by an appropriate level of management. 
2.13 Supervision of the System. Another important element of the control en-
vironment involves management supervision and monitoring of the control system 
to ensure that prescribed controls are appropriate and operating as defined 
and that control problems are identified and resolved in a timely manner. In-
ternal audit functions are often used to meet these objectives, and audit re-
views within functions such as underwriting, claims, agency administration, 
accounting, and personnel may be used to meet similar objectives. The effect 
of an internal audit function on the scope of the independent auditor's ex-
amination is discussed in Statement on Auditing Standards (SAS) No. 9, The 
Effect of an Internal Audit Function on the Scope of the Independent Auditor's 
Examinations. 
Flow of Transactions 
2.14 A second element of the preliminary phase of the review of the internal 
accounting control system is to obtain an understanding of the flow of trans-
actions. This approach should provide the auditor with a general knowledge 
of the various classes of transactions and the methods by which each signifi-
cant class is authorized, executed, initially recorded, and subsequently pro-
cessed. The following chapters of this guide describe many of the various 
types of transactions that may be encountered in a property and liability in-
surance company and examples of specific control objectives and procedures 
relating to those transactions to illustrate the approach to the auditor's 
study and evaluation of the system of internal accounting control. 
ELECTRONIC DATA PROCESSING 
2.15 Because of large volumes of premium transactions and the need to main-
tain accountability for individual policies, most property and liability in-
surance companies use electronic data processing (EDP) systems to maintain 
statistical and accounting records. Typically, policy and agent master files 
are maintained on computerized systems, and companies may use telecommunica-
tions, including direct access capability by agents and insureds, integrated 
premium and claim data bases, and processing systems that lack traditional 
audit trails. Some companies have made significant investments in computer 
hardware and software, and require large staffs of programmers, systems 
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analysts, and technicians to maintain day-to-day operations. Dependence on 
EDP systems and controls may entail internal control audit risks, particularly 
for larger multiple-line insurance companies. 
2.16 The methods an entity uses to process significant accounting applica-
tions may influence the control procedures designed to achieve the objectives 
of internal accounting control. The auditor's study and evaluation of internal 
controls should encompass the EDP aspects of accounting systems. Insurance 
companies have been leading users of advanced EDP methods. Consequently, the 
control issues involving EDP have received considerable attention within the 
industry. It is likely that the auditor will conclude that EDP is a signifi-
cant component in at least the premium, claims, and investment-transaction 
cycles. SAS No. 48, The Effects of Processing on the Examination of Financial 
Statements, provides guidance concerning the effects of EDP on audits of fi-
nancial statements. 
2.17 The sophistication of insurance systems today is often an element of 
competition regarding a company's ability to service accounts. The EDP opera-
tions are characterized by one or several large installations, extensive use 
of telecommunications equipment, including some direct access capability by 
independent agents and insureds, large premium and claims data bases, some of 
which are integrated, and operating systems and applications that lack 
visible audit trails. 
2.18 In this complex environment, many aspects of general EDP controls may 
most efficiently be studied and evaluated through individual applications that 
operate in the environment. For example, it may be possible to study and 
evaluate the adequacy of program change controls by examining selected change 
documentation for one or several applications that the auditor is testing. It 
may also be possible to review and test access to various data bases through 
control reviews in one or several applications. As the visible audit trail 
disappears, the auditor often relies on computer controls when such controls 
can provide reasonable assurance that material errors will be prevented or 
detected. 
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CHAPTER 3 
THE PREMIUM CYCLE 
3.1 Insurance companies record premiums in premium written accounts that re-
flect sales and are used for paying commissions to agents and establishing un-
earned premium reserves. Listed are definitions of several types of written 
premiums. 
Direct premiums—premium income less return premiums arising from policies is-
sued by the company collecting the premiums and acting as the primary insur-
ance carrier. 
Assumed reinsurance premiums—premium income less return premiums arising from 
policies issued or other contracts entered into to reinsure other insurance 
companies that provide the related primary coverage. 
Ceded reinsurance premiums—outgoing premiums less return premiums arising from 
reinsurance purchased from other insurance companies. 
Return premiums—premium refunds due to insureds, arising from endorsements 
(changes in coverage, term, and so on), cancellations, or audits. 
RATING 
3.2 Rates for most lines of insurance are set by rating bureaus, which, on 
behalf of their members, submit proposed rates to the insurance commissioner 
for approval. Rating bureaus are subject to supervision and regulation by the 
state insurance commissions. The most commonly used rating bureau is known as 
the Insurance Service Office (ISO). However, insurers may apply for indepen-
dent rates with state insurance departments. 
3.3 Various mechanisms have been established by the states to provide insur-
ance to those with high risks who would otherwise be excluded from obtaining 
coverage. For property in high-risk areas, FAIR plans, which are federally 
approved and state supervised, provide insurance to owners. Companies that 
operate in a state are assessed for any underwriting loss experienced by the 
FAIR plan in the state. 
3.4 As discussed in chapter 1, states have a variety of methods for appor-
tioning involuntary automobile insurance. These methods include automobile 
insurance plans, joint underwriting associations and reinsurance pools or 
associations. 
THE TRANSACTION CYCLE 
3.5 The premium cycle normally includes the following functions, which 
generate most premium-related transactions: 
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o Evaluating and accepting risks 
o Issuing policies 
o Billing and collecting premiums 
o Paying commissions and other costs of acquiring business 
o Adjusting premiums 
o Home office and branch office recordkeeping 
Evaluating and Accepting Risks 
3.6 This function has three general objectives: 
a_. To evaluate the acceptability of the risk 
b. To determine the premium 
c. To evaluate the company's capacity to retain the entire risk 
3.7 To initiate new business, an agent or broker submits to the company an 
application for a policy often with a deposit from the customer for a portion 
of the estimated premium. Pending issuance of the policy, the agent or broker 
provides the insured a binder, which is a temporary contract that may be oral 
or written. The period covered by the binder is usually short, often limited 
to thirty days or less. A written binder is evidence of an understanding by 
both parties of what the insurance covers, the amount of insurance, the pre-
mium charged and the company writing the insurance. The cash is recorded in a 
clearing (suspense) account and deposited, and the application is forwarded to 
the company's underwriting department for evaluation. The risks are investi-
gated in accordance with company procedures; these may include a review of ex-
posure and potential loss based on the applications, changes, or endorsements 
to existing policies submitted by the agent or broker. For example, applica-
tions for automobile insurance may be checked by requesting motor vehicle re-
ports issued by a state department of motor vehicles. Applications for 
certain property coverages may require engineering surveys or fire hazard 
surveys. 
3.8 If an application is rejected, the applicant is sent a refund of the de-
posit along with a letter giving the reason for the rejection. When the re-
fund is sent, the suspense account is cleared. 
3.9 If the underwriter determines that the applicant falls within the com-
pany's underwriting guidelines and is an acceptable risk, an underwriting 
report is prepared and the risk is coded so that the company can prepare a 
wide variety of reports concerning premiums, such as the following: 
o The company's annual statement, as filed with the insurance department 
of each state in which the company is licensed to do business, of premi-
ums required to be reported by state, by line of business, and by under-
writing year 
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o Premiums written by territory and by class of risk, required by the com-
pany or rating bureaus to aid in rate-making 
o Premiums by producer, required to prepare agents' production reports and 
to compute any bonus or contingent commissions due at the end of a year 
3.10 Accounting entries are made for accepted applications by crediting pre-
miums written, clearing the premium cash-suspense account for the deposits, 
and recording the balances due as premiums receivable. The combination of the 
various rating codes entered on the underwriting report becomes the basis for 
the premium rates charged. A portion of the premiums are deferred because the 
billed premiums are for services to be performed by the insurance company over 
the term of the policy. At the end of each reporting period, unearned pre-
miums are calculated and the change in unearned premiums is recorded as a 
charge or credit to premium income. (Paragraph 3.32 further discusses un-
earned premiums.) 
3.11 Premiums are generally established by one of three methods: (a) class 
or manual rating, (b) individual or judgment rating, or (c) merit rating. 
Class or manual rating is used primarily to establish rates for various 
coverages for individuals, families, and small businesses. Based on sta-
tistical data, these large groups of similar risks can be classified by a 
few important and easily identifiable characteristics. These classifica-
tions result in standard rates. 
Individual or judgment rating is used where the rates for large or un-
usual risks are established almost entirely by the skill and experience 
of the ratemaker, such as ocean marine risks. 
Merit rating is generally used for larger risks of commercial lines and is 
divided into three types. Schedule rating starts with an assumed stand-
ard, frequently the manual rate, and adjusts such standard rate according 
to an evaluation of greater or lesser exposure to risk. Schedule rating 
is often used in fire insurance or commercial properties. Experience 
rating departs from manual rates based on the insureds' past experience 
under the coverage. Premiums are adjusted prospectively based on average 
past experience. Experience rating is widely used in workers' compensa-
tion insurance. Retrospective experience rating differs from experience 
rating in that it adjusts the premium during the period of coverage based 
on actual experience during that same period. Policies that are retro-
spectively rated often specify minimum and maximum premiums and, in ef-
fect, may leave some risks uninsured. (Paragraph 3.22 discusses 
retrospective premium adjustments.) 
3.12 A renewal of a policy is a new contract, but, unless otherwise stated, 
the terms are those of the original policy. The risk insured under the origi-
nal policy expires when the policy expires, and each renewal must be consid-
ered as an application for a new risk. When a policy is renewed, the premium 
is determined in the same manner as for new business. 
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3.13 Finally, after a risk has been accepted and the premium has been calcu-
lated, the underwriter must determine whether the entire risk should be re-
tained or whether all or part of it should be reinsured. Reinsurance is 
discussed in detail in chapter 6. 
Issuing Policies 
3.14 Applications and endorsements that have been accepted are submitted, 
along with an underwriting report, to a coding unit for verification of vari-
ous items on the underwriting report. Verified applications are then coded 
for entry of data into the statistical system. Coded applications are 
batched, and input control totals are established before delivery to EDP for 
entry. Alternatively, many companies have the capability to submit applica-
tions on-line. After coded applications and endorsements have been entered 
into the system, batch control totals generated by the computer are compared 
to the input control totals. Processing the information generates a premium 
register and documents known as declaration sets, which include information 
such as terms of the policy, lines of coverage, premiums, insurance ID card, 
agent information, and the billing statement. The policy, including any en-
dorsements, is prepared and assigned a sequential policy number and sent di-
rectly to the insured or to the agent or broker for distribution. 
Billing and Collecting Premiums 
3.15 The two basic methods of billing premiums are agency billing and direct 
billing. Some companies use only one of these methods while others use both. 
Under direct billing, the company bills insureds directly for premiums due 
and, on collection, remits commissions to the agents. There are several 
variations of agency billing, also called account current. 
o Account current "item basis." For individual policies, the agent col-
lects the premiums directly from the insureds, subtracts his commis-
sions and remits the net premiums due the company. If the agent cannot 
collect a premium during the credit period allowed by the company, he 
may request cancellation of the policy. 
o Account current "rendering basis." The agent submits to the insurance 
company a statement of all the policies issued or due during the current 
month, and the company subsequently pays the agent in accordance with 
the agent's contract. The statement, which includes all known current 
activity, such as endorsements, cancellations or audits, is compared to 
the company's accounts receivable and adjusted as necessary. 
o Account current "billing basis." The company sends the agent a state-
ment that contains a listing of all the policies written or due, minus 
the policies cancelled during the month. The net amount of the state-
ment is to be paid in accordance with the agent's contract with the 
company. 
3.16 The credit terms to agents are usually outlined in the agency agreement. 
The agent's "account current" is usually payable within sixty days after the 
last day of the month of the account. 
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3.17 Uncollected premiums from an agent represent premiums due the company 
from the agent based on his contract with the company to write insurance, to 
collect the necessary premiums, and to remit the collected premiums net of 
commissions. Uncollected premiums from an agent are generally reflected as 
"Agents' Balances or Uncollected Premiums" after being netted with the com-
missions payable on the uncollected premiums. 
3.18 Uncollected premiums from a policyholder, however, represent premiums 
due the company that may have been directly solicited from a policyholder 
either by an agent or by the company. The company sends a bill directly to 
the policyholder, and the policyholder remits the premium directly to the com-
pany. Customers typically have the option of remitting premiums on an in-
stallment basis. Policies and billing, therefore, may be on a three- or 
six-month cycle. If an agent had solicited the business, the company, after 
receiving payment from the policyholder, either sends the agent a check or 
otherwise credits the agent's account for his commission. Under direct bill-
ing, the entire amount of uncollected premiums is generally recorded as 
"Agents' Balances or Uncollected Premiums," and the commissions on the uncol-
lected premiums are not netted, but are recorded as a liability. 
3.19 The premium collection department is responsible for accounting for cus-
tomer remittance advices and the agent's account current. Adequate control 
over these documents and the related cash must be maintained to ensure that 
all payments received are processed. Customer and agent remittances should be 
batched and input control totals established before transmission to EDP for 
processing. These input control totals should be compared to output control 
totals generated in the EDP department. As a result of processing, the agency 
cash-receipts register, difference ledger, and agent's aged trial balance are 
generated. The related files are then updated. 
3.20 The agency cash receipts register is used to reconcile with the cash 
receipts record. The premium register includes information by line of busi-
ness, such as current premiums, commissions, year-to-date premiums, current 
expired, premiums in force, and earned and unearned premiums. The difference 
ledger results from a comparison of "accounts current" submitted by the agent 
with transactions recorded on the company's records. Old outstanding differ-
ences and large discrepancies are reviewed and investigated. Differences may 
occur because the agent and the company use different cutoff dates or because 
of errors or omissions by the agent or the company. An agent's aged trial 
balance includes information such as the current month's premiums, net pre-
miums, prior balance, cash received, net balance, fees, and balance due. The 
total premium column equals total written premiums shown on the premium regis-
ter. In addition, the agent's trial balance is reviewed to determine any un-
collectible accounts. 
Commissions 
3.21 Agents, both independent and exclusive, and brokers are compensated for 
their services by commissions. Some commissions are paid on the basis of a 
standard percentage of premiums or on an agreed scale, known as level commis-
sions. For typical property and liability policies, the rate of commissions 
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paid on renewal business is less than on new business. Retroactive commis-
sions are used in areas such as workers' compensation, in which the final pre-
mium may be experience rated and the commissions would therefore require 
adjustment. Contingent commissions result from agreements with agents and 
brokers whereby the amount of commissions are contingent on favorable loss ex-
perience of the business placed with the company. Establishing accounting 
provisions for contingent commissions is difficult because they are based on 
estimates of the ultimate loss experience, and in many cases the commission 
period does not coincide with the company's fiscal year. 
Premium Adjustments 
3.22 Adjustments to premiums written and to unearned premiums can result from 
the following situations. 
o Cancellation—a complete termination of an existing policy before expira-
tion. Cancellation results in a return premium to the insured. 
o Endorsements—changes in existing policies that may result in additional 
premiums or return premiums, such as increases or decreases in coverage 
limits, additions or deletions of property or risks covered, or changes 
in location or status of insureds. 
o Audit premiums—premiums determined from data developed by periodic 
audits of insureds' records or from periodic reports submitted by in-
sureds. An audit may result in an additional premium or a return pre-
mium. An example of a policy subject to audit premiums is a workers' 
compensation policy in which the premium is based on the payroll of the 
employer. 
o Retrospective premium adjustments—modifications of the premiums after 
expiration of the policies. An adjustment is based on the experience of 
an individual risk during the term of the policy and is generally sub-
ject to maximum and minimum premium limits specified in the policy. 
o Policyholder dividends—dividends paid to policyholders either in cash or 
as credits against each policyholder's next renewal premium. 
Home Office and Branch Office Recordkeeping 
3.23 Property and casualty insurance companies vary about the extent to which 
record-processing functions are performed through branch locations. Also, 
those functions may vary depending on whether the company is direct-billing or 
agency-billing. The use of electronic data processing has resulted in a trend 
toward decentralized activities through computer input/output devices for re-
mote locations in branch and field offices. For remote entry and access, the 
branch office, in effect, functions as an extension of the home office's cen-
tralized data processing. 
3.24 For branch operations in which processing, accounting, and recordkeeping 
activities are decentralized, a number of alternative approaches exist. The 
more efficient and effective methods minimize duplication and result in com-
patibility between the branch and home office procedures. 
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3.25 Branch-office record-maintenance methods that may be found include the 
following: 
o Memorandum methods without general controls. This method requires home 
office duplication of records with general control procedures. 
o Manually prepared cards or abstracts under subsidiary ledger control. 
This method is usually adaptable for only a small number of transac-
tions. 
o Controlled ledger cards, punched cards, magnetic tape records, or disk. 
This method is the most prevalent today and is most adaptable for a 
large number of transactions. 
3.26 Methods of controlling policies and applications for policies at branch 
offices may include the following: 
o Applications are forwarded to the home office daily, with or without 
control listings. 
o Applications are accompanied by control listings that have been balanced 
to entries made in branch records. 
o Applications are retained at the branch offices, and only monthly sum-
mary journal entries are transmitted to the home office for entry in the 
general ledger. 
o Policy numbers are assigned at branch offices or the home office, and 
overall numerical control of policies is maintained at the home office. 
3.27 Methods for controlling cash receipts at branch offices may include the 
following: 
o Branches prepare journal entries and forward them with the cash to the 
home office for deposits. 
o Cash is deposited in the branch accounts, and copies of the deposit 
slips and statements of cash application are transmitted to the home 
office. 
o Cash is deposited locally, and only the bank receipts are forwarded to 
the home office. Monthly journal entries summarizing the monthly de-
posits are forwarded to the home office. 
3.28 Home-office record-maintenance methods may include the following: 
o The home office duplicates branch records. 
o The home office maintains detailed entries of policies for statistical 
purposes but maintains only a control account for uncollected premiums. 
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o The home office uses summary controls received monthly from the branches 
for both premiums and cash. 
PREMIUMS TRANSACTION FLOW 
3.29 The premiums transaction flow of an insurance company is summarized as 
follows: 
a. Agent or broker submits a binder or application for a policy to the in-
surance company, often with a deposit premium. 
b. Underwriting evaluates the risk, often using predetermined acceptance 
criteria and other factors such as a knowledge of the agent or broker. 
c. If the risk is accepted, the amount of premium is determined and the 
policy is issued. Premiums are generally established by class rating, 
individual rating, or merit rating. If the application is denied, the 
deposit premium is returned to the applicant with a letter of explana-
tion. 
d. A decision to reinsure part or all of the risk is made. If reinsurance 
is chosen, the reinsurance company is notified and the amount of ceded 
premium is determined. 
e. Premiums are billed either by agency billing using an account current 
with the agent or by direct billing. Written premiums are recorded as 
an unearned premium reserve and are recognized as revenue over the 
period of risk in proportion to the amount of insurance protection 
provided. 
f. Commissions and other costs of acquiring business are paid. Certain 
costs, known as deferred acquisition costs, typically are capitalized 
and amortized over the term of the policy. 
g. Premiums may be adjusted over the life of the policy or at the expira-
tion of the policy. Adjustments may result from audits, endorsements, 
or retrospective rating. 
ACCOUNTING PRINCIPLES 
3.30 The specialized industry accounting principles for insurance enterprises 
are specified in FASB Statement No. 60. The following is a brief discussion 
of the principles and policies relating to the premium cycle. Readers should 
refer to the statement for specific guidance. 
Short- and Long-Duration Contracts 
3.31 To apply generally accepted accounting principles, insurance contracts 
(or policies) are classified as short- or long-duration contracts, depending 
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on whether the contracts are expected to remain in force for an extended 
period. Short-duration contracts provide insurance protection for a fixed 
period of short duration and enable the insurer to cancel the contract or to 
adjust the provisions of the contract at the end of any contract period, such 
as adjusting the amount of premiums charged or coverage provided. Most prop-
erty and liability insurance contracts are classified as short-duration con-
tracts, and this guide generally focuses on such contracts. Certain term-life 
insurance contracts, such as credit-life insurance, are also short-duration 
contracts. Long-duration contracts are not subject to unilateral changes in 
provisions, such as noncancelable or guaranteed renewable contracts. Long-
duration contracts require the performance of various functions and services, 
including providing insurance protection for extended periods. These con-
tracts include whole-life contracts, guaranteed renewable term-life contracts, 
endowment contracts, annuity contracts, and title-insurance contracts. Acci-
dent and health insurance contracts may be short-duration or long-duration, 
depending on whether the contracts are expected to remain in force for an ex-
tended period. 
Revenue Recognition 
3.32 Premiums from a short-duration contract ordinarily should be recognized 
as revenue over the period of the contract in proportion to the amount of 
insurance protection provided. This generally results in premiums being 
recognized as revenue evenly over the contract period. Under a few types of 
contracts, the period of risk differs significantly from the contract period. 
An example is insurance policies for recreational vehicles issued for an 
annual period, covering claims, which are incurred primarily in the summer 
months. Under few types of contracts, the amount of coverage declines over 
the contract period on a scheduled basis. In those cases, the premium is 
recognized as revenue over the period of risk in proportion to the amount of 
insurance protection provided. Unearned premiums, that portion of the premium 
applicable to the unexpired period of the policy, are included as an unearned 
premium reserve within the company's balance sheet. 
3.33 As discussed in FASB Statement No. 60, some premiums are subject to sub-
sequent adjustment (for example, retrospectively rated or other experience-
rated insurance contracts). In these cases, the premium is determined after 
the period of the contract and is based on claim experience, or reporting-form 
contracts, for which the premium is adjusted after the period of the contract 
based on the value of insured property. If, as is usually the case, the ulti-
mate premium is reasonably estimable, the estimated ultimate premium should be 
recognized as revenue over the period of the contract. It should be revised 
to reflect current experience. However, if the ultimate premium cannot be 
reasonably estimated, the cost recovery method or the deposit method may be 
used until the ultimate premium becomes reasonably estimable. Under the cost 
recovery method, premiums are recognized as revenue in amounts equal to esti-
mated claims as insured events occur until the ultimate premium is reasonably 
estimable, and recognition of income is postponed until then. Under the de-
posit method, premiums are not recognized as revenue and claims are not 
charged to expense until the ultimate premium is reasonably estimable, and 
income recognition is postponed until that time. 
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Policy Acquisition Costs 
3.34 Acquisition costs are those costs that vary with and are primarily re-
lated to the acquisition of new and renewal insurance contracts. Examples of 
such costs are commissions and other costs, such as salaries of certain em-
ployees involved in the underwriting and policy-issue functions, as well as 
premium taxes and inspection fees that are primarily related to insurance con-
tracts issued or renewed during the period in which the costs are incurred. 
Acquisition costs should be capitalized and amortized by a method similar to 
that used for amortizing unearned premiums. The computation should be made by 
reasonable grouping of the company's business in a manner consistent with the 
company's manner of acquiring, servicing, and measuring the profitability of 
its insurance products. If deferred acquisition costs are based on the rela-
tionship of costs incurred to written premiums, called the equity-in-unearned-
premium method, such relationship should be consistently applied throughout 
the term of the policies unless adjustments for deficiencies are required. 
Premium Deficiencies 
3.35 A premium deficiency relating to short-duration insurance contracts in-
dicates a probable loss. A premium deficiency should be recognized if the 
sum of expected claim costs and claim adjustment expenses, expected dividends 
to policyholders, unamortized acquisition costs, and maintenance costs exceed 
related unearned premiums. To determine if a premium deficiency exists, in-
surance contracts should be grouped consistent with the company's manner of 
acquiring, servicing, and measuring the profitability of its insurance con-
tracts. A premium deficiency is recognized by first charging unamortized ac-
quisition costs to expense to the extent required to eliminate the deficiency. 
If the premium deficiency is greater than unamortized acquisition costs, a 
liability for the excess deficiency should be accrued. 
3.36 Disclosure is required about whether the insurance enterprise considers 
anticipated investment income in determining if a premium deficiency relating 
to short-duration contracts exists. 
SPECIAL RISK CONSIDERATIONS 
3.37 To plan and carry out the examination of transactions in the premium 
cycle, it is helpful for the auditor to understand the specific conditions 
that may increase the risks of errors or irregularities in the transactions. 
These conditions may be peculiar to an individual company's business practice, 
markets, products, or risk philosophies. This section provides examples of 
conditions that may indicate special risks in the premium cycle and that might 
be considered by the auditor in the examination. 
30 
EXHIBIT 3A 
CHECKLIST OF SPECIAL-RISK CONSIDERATIONS IN THE PREMIUM CYCLE 
Premiums 
o Are markets for services concentrated in a few lines of business (prop-
erty or liability, commercial or personal, and so on), certain geo-
graphic areas, certain products, or other concentrations? 
o Is increased competition, market saturation, or declining demand evident 
or expected? 
o Are domestic political, social, environmental, or economic issues, in-
cluding the rate-making environment and regulatory policies or prac-
tices, such that they could adversely affect financial position or 
operations? 
o Do premiums in force, premiums written, and unearned premiums by line 
indicate changes in product mix or emphasis, or any other unusual, 
erratic or substantial changes? 
o Do analytical comparisons, including ratios, not confirm certain ex-
pected relationships? 
o Are significant accounting procedures performed at other locations, such 
as branch offices versus the home office? 
o Are the principles and policies used by the company in recognition of 
premiums not generally accepted or not consistently applied? 
o Is the statistical coding system used to support underwriting functions 
inaccurate or not thorough? 
o Is the extent of retrospectively rated business or reporting—form busi-
ness such that retrospective revenue or expense determinations are not 
estimable or timely? 
Receivables and Agents' Balances 
o Does the suspense account indicate large or old uncleared items or num-
erous outstanding items? 
o Do agent statements indicate favorable terms and financing arrangements, 
such as extended credit terms, expense supplements, loans, and profit-
sharing arrangements? 
o Are significant balances concentrated within a limited number of agents? 
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EXHIBIT 3A (CONT.) 
o Does the trend of nonadmitted asset balances, such as sizable past due 
or uncleared balances, appear to be increasing? 
o Do current commission arrangements, such as contingent commissions or 
unusual commission structures, encourage inaccurate reporting by agents? 
o Are agents authorized to bind the company by accepting underwriting 
risks or settling claims without prior approval? 
o Do procedures exist that allow agents in a fiduciary capacity to com-
mingle funds collected from insureds or insurers, such as use of fiduci-
ary funds for operating or personal purposes? 
o Are estimates for earned but unbilled premiums reasonable? 
o Are premium installment payments inadequate to provide sufficient pro-
tection in the event of policy cancellation? 
Acquisition Costs 
o Does the company capitalize costs not incurred in connection with writ-
ing insurance? Generally, only costs that vary with and are primarily 
related to the production of new and renewal business should be de-
ferred. 
o Are capitalized acquisition costs inappropriately amortized in relation 
to premiums earned? 
o Do capitalized costs appear not recoverable in relation to anticipated 
loss experience, anticipated earned premiums, and other factors? 
o Is the company's accounting policy for acquisition costs consistently 
applied? 
32 
CHAPTER 4 
THE CLAIMS CYCLE 
INTRODUCTION 
4.1 Claims, also called losses, and claim adjustment expenses are the major 
costs incurred by property and liability insurance companies; the liabilities 
for unpaid claims and claim adjustment expenses, also called reserves, are 
the major liabilities reported on the balance sheets. Because of the diffi-
culty and subjectivity of estimating these costs and because of their signi-
ficance to the financial statements, the determination of the adequacy of the 
claims and claim-adjustment-expense liabilities is a critical element in the 
audit of a property and liability insurance company. 
4.2 The major types of claims are property, liability, workers' compensation, 
and bond and fidelity. 
4.3 Property claims generally are reported and settled quickly, often within 
several months. They usually are first-party claims, that is, they are direct 
obligations of the insurer to pay the insured, with the claimant being the 
policyholder. In addition, the occurrence and the extent of loss are rela-
tively easily determined because the claims relate to tangible property. The 
processing of property claims is often streamlined through bulk reserving or 
small-claim procedures in which many small claims are summarized and aggre-
gated. 
4.4 Liability claims are reported more slowly than property claims and set-
tlement is often delayed, especially if litigation is involved. Liability 
claims are third-party claims in which the insurer has agreed to pay, defend, 
or settle claims made by third parties against the insured. A single insured 
event may result in several claimants. In processing a liability claim, it is 
customary to keep a single file for each insured event, with separate identi-
fication of each claimant. 
4.5 Workers' compensation claims are reported quickly and settled slowly. 
The amount of most claim payments are set by law and may change during the 
life of a claim. A claim settlement is characterized by numerous payments to 
the claimants or survivors for medical expenses and loss of earnings, possibly 
over extended periods of time. 
4.6 Bond or fidelity claims are reported and settled very slowly because the 
discovery of the loss may be made months or years after the loss occurred. 
Determining the extent of the loss, which is done by the claimant, also often 
takes a long time. 
33 
THE TRANSACTION CYCLE 
4.7 Although specific procedures vary from company to company, there is a 
common pattern to the flow of transactions through the claims cycle. The fol-
lowing are major functions in the claims cycle: 
o Claim acceptance and processing 
o Claim adjustment and estimation 
o Claim settlement 
o Loss reserve evaluation 
Claim Acceptance and Processing 
4.8 Notice of a loss or accident is received at the home or branch office 
directly from the insured or through agents. A file number, which forms the 
basis for all future references, is assigned to the case, usually in numerical 
sequence, and a loss file and abstract are prepared. Policy applications or 
other records of insurance coverage are examined to determine if the loss is 
covered by the insurance policy and if the policy was in force at the time the 
loss occurred. Questions of coverage are usually raised when the case is new. 
Failure to raise questions promptly may be prejudicial to a company's rights. 
If it appears that the claim is covered, the case is assigned to an adjuster. 
Claim Adjustment and Estimation 
4.9 Claims adjusting involves (a) a field investigation, (b) an appraisal and 
negotiation of the claim subject to the appropriate supervision, and (c) ap-
proval of the company's claim department. Through an investigation, the ad-
juster determines, among other things, whether the claimed loss actually 
occurred, his estimate of the amount of the loss, whether the loss may be 
excludable under the terms of the policy, and whether the company has a right 
to recover part or all of the loss through salvage, subrogation or reinsur-
ance. Salvage is a contractual right of recovery that entitles the insurer 
to any proceeds from the disposal of damaged property for which the claim has 
been paid, such as the sale of a wrecked automobile to a junkyard. Subroga-
tion is the legal right of the insurer to recover from a third party who may 
be wholly or partly responsible for the loss paid under the terms of the 
policy, such as recovery from an employee for the employer's loss covered by 
a fidelity bond. The basis for recovery from a reinsurer is set in the rein-
surance contract. 
4.10 Insurance companies use several different methods to adjust claims. 
Companies may use home or branch office adjusters, who are salaried employees 
of the company, or independent adjusters, who are professionals that charge 
fees for their investigation and adjustment service. Insurance companies may 
also join together to form an adjustment bureau to which they may refer 
claims. Subject to certain limitations, an adjustment bureau acts for each 
member company in the adjustment and negotiation of claims, with the company 
retaining the final authority for approval. Expenses of the adjustment bureau 
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are shared among members, usually based on the number or dollar volume of 
claims referred to the bureau for adjustment. Most companies use a combina-
tion of methods to adjust claims. They may have a claim branch office estab-
lished for closer supervision and better control of the cost of adjustments 
in territories in which they have a larger concentration of risks. In the 
territories in which their business does not warrant the establishment of a 
claim branch office, they may use independent adjusters or join an adjustment 
bureau. 
4.11 As soon as practicable, an adjuster estimates the total expected amount 
that is payable on a claim. Such an estimate may be determined by the average 
cost per case based on experience for the line of business, or may be based on 
specific information on the individual case. The estimate is revised in re-
sponse to changes in experience or as investigations progress and further 
information is received. 
4.12 High jury awards, malpractice claims, structural settlements, and the 
proliferation of environmental claims, such as injuries caused by Agent Orange 
and asbestosis, have complicated the claim estimation process. Structured 
settlements allow companies to ultimately pay lesser amounts on claims by 
purchasing annuities to pay settlements to claimants over future periods. 
Environmental claims have affected companies indirectly through their par-
ticipation in pools and associations, such as the significant reserves that 
the industry had to provide for black-lung claims. The advent of such claims 
has required a higher level claims-review process. Most companies now use a 
variety of higher level reviews, such as those by claims committees and in-
house counsel. 
4.13 After a notice of loss is received, a separate claim file is usually 
prepared. Face sheets containing abstracts of coverage and loss notices are 
prepared along with information for later use in the development of statistics 
used for reserve analysis and product pricing. In addition to the line of 
business classification, claims are classified by state, location of risk, 
date of loss, and policy year. Coding of claims data is important because 
errors in coding data directly affect the reliability of information and the 
effectiveness of reserve developments, which the company and the auditor use 
to evaluate the adequacy of loss reserves. Claims data must also be properly 
coded to meet the statutory reporting requirements of the annual statement and 
to provide statistics to support rate filings. 
4.14 Smaller and "one-shot" claims are processed by less expensive methods. 
Usually a claim file is not prepared and a separate reserve estimate is not 
recorded. All statistical and accounting matters are processed on the date of 
payment, and average reserve estimation methods are used between the report 
and settlement dates. 
Claim Settlement 
4.15 Claim and claim expense payments originate with signed proofs of loss, 
releases, medical bills, repair bills, or invoices for fees of independent 
adjusters or lawyers. When these documents are received, they are reviewed 
and compared with the claim files before payment is authorized. Authorized 
payments are then posted to the face sheets. 
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4.16 Methods of payment vary among insurance companies. Approved documents 
may be forwarded to the cashier for draft or check preparation or the claim 
department may have authority to issue drafts. In many companies, authority 
to issue drafts may be given to field offices, adjusters, and sometimes 
agents; in those cases, copies of the drafts and related supporting documents 
are forwarded to the claims department. After processing, the supporting 
documents are filed in the related claim files. 
4.17 Some companies record claims paid by checks or drafts when issued. 
Other insurance companies record claims paid when the drafts clear the bank. 
Source records are then forwarded to the data processing department for entry, 
usually in controlled batches, and totals of paid losses are posted to the 
general ledger. 
Reinsurance Recoverable 
4.18 Upon receiving a notice of a claim, the claims department generally de-
termines whether there is any right of recovery under a reinsurance agreement. 
Daily reports show pro rata reinsurance information. Recoveries under quota-
share reinsurance agreements are usually based on total claims figures period 
by period. Excess reinsurance is determined by claims adjusters based on re-
insurance contracts. Recoveries under castastrophe reinsurance are usually 
determined based on data compiled by the statistical department; each catas-
trophe is usually assigned a code number and a recovery is recorded when the 
total of incurred claims exceeds the company's retention. (Chapter 6 de-
scribes reinsurance contracts.) 
4.19 When it is determined that there will be reinsurance recoverable on a 
claim, the estimated amount recoverable is usually recorded in the claim file 
and the data processing records. Notices of losses are sent to the reinsurers 
in accordance with terms of the reinsurance contracts. In most cases, rein-
surers are notified only about losses reinsured individually—the facultative 
basis—and larger losses. Although some reinsurance contracts contain provi-
sions for immediate recovery for losses over a stated amount, recoveries are 
normally settled monthly or quarterly, usually by being deducted from the 
premiums due to the reinsurers. 
Loss Reserve Estimation 
4.20 The cost of claims is incurred when the insured events occur. Thus, 
property and liability insurance companies must estimate the amount of unpaid 
claims far in advance of payment. Estimating claims calls for the exercise of 
great care and sound judgment. Because the process is based principally on an 
analysis of historical experience, insurance companies pay much attention to 
the compilation of claims data and the development and analysis of related 
experience statistics. Property and liability insurance companies have two 
kinds of unpaid claims: (a) reported claims and (b) incurred but not reported 
(IBNR) claims. Estimates of unpaid claims are reported on the company's 
financial statements as liabilities. Various methods are used by companies 
to determine the amount of unpaid claims, but, in general, estimated liabili-
ties are established for claims that have been reported; additional estimates 
are made for claims that have been incurred but have not yet been reported to 
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the company. Estimates of claims that are paid over a period of years reflect 
anticipated inflation and other social and economic factors, using information 
based on historical and reasonably foreseeable events and trends. 
4.21 Reported Claims. The following are frequently used methods of estimat-
ing reserves for reported claims: 
o Case basis reserves. These are individual estimates of each unpaid 
claim, based on information supplied in loss notices and adjusters' re-
ports. This method is generally used for those types of claims in which 
the amount of loss may be substantial (for example, general liability 
losses). It is also the most common method for small and medium-size 
insurance companies, and it may be used for certain lines such as 
workers' compensation. 
o Average reserves. These are based on the company's experienced average 
cost of settlement rather than on estimates of individual claims. The 
estimate is made by multiplying the number of outstanding cases by an 
average dollar amount per case based on past experience. This method 
is used for a large volume of claims and is commonly used for small 
claims. 
o Ultimate developed-cost method. This bases the reserve estimate on the 
statistical average of the ultimate cost of claims by line of business 
and by accident year. The amount of incurred claims is determined by 
multiplying the estimated number of claims by the average ultimate 
settlement cost per claim. The loss reserve at any point in time is 
this amount less any payments to date. This method is often used by 
large companies. FASB Statement No. 60 discusses this method further. 
4.22 Incurred But Not Reported Claims. The reserves for IBNR are more dif-
ficult to estimate than those for asserted claims, because they require esti-
mates of incurrence and of assertion in addition to estimates of costs. They 
are estimated based on experience modified for new and current conditions such 
as increased exposure, changed claim processing, cutoff dates, rising-claim 
costs, severity—the average cost of claims incurred, paid and outstanding, or 
frequency—the number of claims incurred, paid and outstanding, and so on. 
The large volume of incurred but not reported claims of most insurance com-
panies makes statistical estimation feasible. Catastrophe and other large 
losses may be excluded from experience statistics and estimated separately 
based on available information and judgment. 
4.23 Because most estimates are based primarily on experience, events outside 
normal experience—catastrophes and reopened claims—are not reflected in 
reserve computations. Because an IBNR reserve calculated on experience 
would not encompass sufficient reserve for a known catastrophe loss occurring 
near the end of an accounting period (or, from the standpoint of a reinsurer, 
near the end of any period for which accounting has not been received from the 
ceding company), a supplemental reserve for losses to be paid as a result of 
the catastrophe is established. FASB Statement No. 5 requires accrual for 
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losses capable of being reasonably estimated as a result of catastrophe losses 
incurred on or before the date of the financial statements. The amounts 
should be based on management's best estimates, given the extent of the catas-
trophe and the company's exposure in the specific location after giving effect 
to any reinsurance coverage in force against catastrophic occurrences (called 
cat covers). 
4.24 Accruals established for miscellaneous contingencies, such as bulk or 
supplemental reserves, must conform with FASB Statement No. 5. That is, a 
determination can be made that a liability has been incurred as of the date of 
the financial statements and the amount of the liability can be reasonably 
estimated. Reasonable estimation of the amount of such losses is discussed in 
FASB Interpretation No. 14. 
4.25 Evaluation of Reserve Estimates. In estimating current unpaid claims, 
insurance companies rely heavily on experience modified for current conditions 
and trends. Development or runoff data is one of the most useful guides in 
estimating such exposure. Such data involves comparisons by policy year, by 
accident year, or by calendar year of the estimates carried for reported and 
unreported claims outstanding at the end of a period with the subsequent cost 
of those claims to date. The cost is based on actual payments plus current 
estimates for claims still unpaid. The pattern of such development data over 
a period of years is helpful in evaluating the judgment of those responsible 
for setting loss reserves. Substantial differences between previous estimates 
and actual costs are usually investigated and may indicate the need for 
adjustment of current reserve estimates. 
4.26 A company may use several combinations of the available inputs, such as 
accident severity, paid loss data, loss development information, incurred loss 
data, or premiums or case losses outstanding. Models used may be designed 
specifically to evaluate the IBNR reserve or to evaluate the total loss 
reserve. (Examples of such models are presented in appendix G. ) 
Claim Adjustment Expenses 
4.27 Claim adjustment expenses are estimated and accrued when related liabi-
lities for unpaid claims are accrued. Claim adjustment expenses are of two 
general types: 
a. Allocated Expenses. These can be identified with particular claims, 
such as fees for lawyers and outside adjusters, and 
b. Unallocated Expenses. These cannot be readily attributed to 
specific cases, such as claim department overhead. 
Generally, adjusting and legal expenses incurred outside the company are allo-
cated and those incurred inside the company are generally unallocated. 
4.28 Two methods are used to determine allocated claim adjustment expense 
reserves: the case basis and the formula basis. When using the case basis, 
the claim adjuster reviews the claim file and determines the reserve for al-
located claim-adjustment expenses. Many companies, however, determine the 
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reserve on a formula basis. One formula commonly used is the calendar year-
paid loss method. This approach involves calculating the ratio of allocated 
claim adjustment expenses paid to claims paid by line of business. Fre-
quently, this ratio is averaged over a period of three years to reduce the 
impact of yearly fluctuations in the ratio. The ratio is then multiplied by 
the claim reserve to obtain the reserve for allocated claim expenses. The 
ratio is applied to both the case and IBNR components of the claim reserve. 
However, a ratio that is valid as it relates to IBNR may not accurately re-
flect the expense to be incurred on case losses outstanding; the invalidity 
would occur because of the differences in the progress toward settlement of 
the claims reserved in the case reserves as opposed to those in the IBNR re-
serves. Since the claims to which the IBNR reserves related have not been 
reported, no effort has been expended (and hence no expense incurred) toward 
settlement. Conversely, the claims represented by the case reserves are in 
various stages of adjustment and various percentages of the ultimate expense 
have been incurred. Thus, it is necessary to apply only a percentage of the 
ratio to case reserves and to apply 100 percent of the ratio to the IBNR por-
tion of the reserve. The percentage to be applied to case reserves will de-
pend primarily upon the age distribution of the reported case-outstanding 
and loss-processing patterns. 
CLAIMS TRANSACTION FLOW 
4.29 The claims transaction flow in an insurance company is summarized as 
follows: 
a. The insured reports his loss to his agent, who either prepares a loss 
report to be forwarded to the insuring company's home office or helps 
the insured prepare such a report. If the insuring company has a cen-
tral loss-reporting facility, the agency instead places the insured in 
contact with the facility, which will obtain the details of the loss 
from the insured and prepare a loss report. Insurance companies usu-
ally have separate departments to handle such claims; larger companies 
may even have separate departments to handle each of the various types 
of claims. 
b. The loss is assigned a claim number and entered, either manually or 
through EDP media, on the company's loss register. Claim numbers are 
generally assigned sequentially or by policy number. 
c. A file is established to accumulate pertinent data and correspondence. 
Assigning a claim and preparation of a claim file is known as facing. 
d. Concurrent with establishment of a file, a copy of the policy (called 
the daily) under which the claim is being made is examined to determine 
the amount of coverage and whether the claimant was, at the time of 
occurrence, insured against the type of loss suffered. The copy of 
the daily may be included in the claim file for further reference and 
documentation. 
e. An adjuster is assigned to investigate the loss. The adjuster may be 
an employee of the insurance company, its agent, or an independent pro-
fessional. The adjuster helps determine the amount of loss, estimate 
the reserve required, and provide information such as photographs, 
police reports, medical reports, statements of witnesses, and any other 
pertinent items to substantiate the loss. 
f. A reserve (case outstanding) is established for the estimated dollar 
amount of loss that will ultimately be paid on the claim. Reserves are 
difficult to estimate because in some cases the severity of a loss or 
the future effects from injuries, which may become apparent at some 
future time, are not readily subject to current determination. Many 
companies have minimum, maximum, or average amounts of reserves estab-
lished for reported claims derived from each company's experience of 
past claim settlements. 
g. Reinsurance applicable to the claim is reviewed, and reinsurance re-
coverable reserves are established if the claim is subject to the terms 
of a reinsurance agreement; if necessary, the reinsurers are notified. 
If salvage or subrogation rights may be available, the appropriate 
notation and controls should also be posted. 
h. After negotiation with the claimant, a check or draft is issued for the 
amount of the adjusted claim. On receipt of payment, the claimant gen-
erally signs a release indicating that final settlement has been re-
ceived. 
i. If reinsurance applies, loss payments recoverable are posted to the 
appropriate control for summary reporting to the reinsurers or, if 
necessary, a proof of. loss requesting payment is prepared and forwarded 
to the reinsurers. 
ACCOUNTING PRACTICES 
4.30 The specialized industry accounting principles for insurance enterprises 
are described in FASB Statement No. 60. 
4.31 Under GAAP, liabilities for the cost of unpaid claims, including esti-
mates of the cost of claims incurred but not reported, are accrued when in-
sured events occur. The liability for unpaid claims should be based on the 
estimated ultimate cost of settling the claims (that is, the total payments 
expected to be made) and should include the effects of inflation and other 
social and economic factors. Estimated recoveries on unpaid claims—such as 
salvage, subrogation and reinsurance—are deducted from the liability for un-
paid claims. A liability for those adjustment expenses expected to be in-
curred in the settlement of unpaid claims should be accrued when the related 
liability for unpaid claims is accrued. Changes in estimates of the liabili-
ties resulting from their periodic review and differences between estimates 
and ultimate payments are reflected in income of the period in which the esti-
mates are changed or the claim is settled. If the liabilities for unpaid 
claims and claim adjustment expenses are discounted (that is, the liabilities 
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are not recorded at their ultimate cost because the time value of the money is 
taken into consideration), the amount of the liabilities that are presented at 
present value in the financial statements and the range of interest rates 
used to discount those liabilities are required to be disclosed. 
Statutory Accounting Practices 
4.32 Statutory accounting practices (SAP), which vary from state to state, 
for transactions in the claims cycle are similar to those for GAAP. Estimated 
liabilities for unpaid claims, including IBNR and claim adjustment expenses, 
are accrued when the insured events occur. There are certain differences, 
however. Under SAP, recoveries from salvage and subrogation are recognized 
only when the cash is received. For certain lines of insurance, such as bod-
ily injury liability and workers' compensation, the calculation of minimum 
loss reserves is based on a stipulated percentage of earned premiums. 
4.33 Discounting of loss reserves varies by state. SAP permits discounting 
settled lifetime workers' compensation claims and accident and health long-
term disability claims generally at discount rates of 4 percent or less. In 
some states medical malpractice liability claims may also be discounted. For 
statutory reporting purposes, reinsurance recoverable balances are segregated 
between those recoverable from companies authorized by the state to transact 
reinsurance and those recoverable from other companies, called unauthorized 
reinsurers. Insurance companies are required to provide a reserve by a charge 
to surplus for reinsurance that is recoverable from unauthorized companies. 
The reserve is provided to the extent that funds held or retained for account 
of such companies are exceeded or not secured by trust accounts or by letters 
of credit. (Differences between SAP and GAAP are discussed in more detail in 
chapter 8.) 
SPECIAL RISK CONSIDERATIONS 
4.34 Evaluation of loss and loss expense reserves is subjective and involves 
management judgment; consequently, it entails considerable audit risk for the 
auditor. The analysis and evaluation of loss reserve developments require an 
understanding of the company's overall operations and its claim-reserving and 
payment practices. In evaluating loss reserve developments, some key indica-
tors of possible deficiencies in loss reserves are— 
o Consistent shortages on prior years' development. 
o Current accident year loss ratios lower than the company's experience. 
o Average reported reserves for an accident year lower than the developed 
cost of prior accident-year reserves. 
Current Trends and Conditions 
4.35 Current trends and conditions should also be considered. Examples of 
such trends or conditions that may be considered are the following: 
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o The company may change the basis for accumulating data included in loss 
reserve developments, such as coding reopened claims for inclusion in 
the reported reserve development if they were previously coded as IBNR 
claims. This would tend to reflect a shortage in the development of 
reported reserves not reflected in developments of prior years' re-
serves. 
o The company may change its emphasis on lines of businesses as evidenced 
by changes in policy mix and coverages. 
o The company may change coding practices from including the number of 
claims to including the number of claimants. This would affect the 
comparability of averages. 
o The company may close claims without payment more quickly than in prior 
periods. This would tend to increase the number of claims subsequently 
reopened. 
o The company may change its approach to case loss, reserving, for ex-
ample, a provision for higher initial reserves on reported claims. 
o Expected inflationary trends. For example, in a period of high infla-
tion, an average reported reserve for the current accident year equal to 
the prior year's average developed cost would likely result in a short-
age. 
o Trends in the average cost of settlement, anticipated leniency or se-
verity of court settlements, or legislated limits on the amount of 
claims, such as changes in public reaction to environmental issues such 
as asbestosis, malpractice claims, and Agent Orange. 
o Trends in the average settlement period. For example, the company may 
adopt the philosophy of attempting to pay claims as quickly as possible. 
This would decrease the number of reported cases open and increase the 
average reserve for open cases because the remaining cases would be more 
difficult and more expensive to settle. Prompt settlement of claims 
might also decrease the effects of inflation on reserve adequacy. 
o Changes in geographical exposure and changes in the timing of loss re-
porting. 
o Changes in reinsurance treaties or company retention. For example, in-
creasing a company's retention under an excess reinsurance contract 
would increase the average outstanding reported reserve in developments 
prepared net of reinsurance ceded. 
Claims Incurred But Not Reported 
4.36 The IBNR estimate should reflect an analysis of the company's claims 
experience and practices. In claims processing, a consistent cutoff between 
years makes IBNR reserve development more meaningful and reliable. Normal 
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reporting delays for each type of claim or delays in reporting from branches 
to home office affect IBNR reserve development. 
4.37 Because the incidence of large claims follows an irregular pattern, com-
position of the previous years' development should be evaluated before it is 
used to estimate the current reserve. For example, it may be necessary to 
separate the effects of catastrophe losses, which should be separately coded. 
For lines subject to unusually large claims, such as fidelity and surety, the 
company may add an amount to the reserve based on the past incidence of ab-
normally large claims and premiums in force. 
4.38 Present conditions play a significant part in establishing the IBNR 
reserves. In estimating IBNR loss reserves, the following matters need to be 
considered. 
o Changes in the amount of premium in force by line, depending on whether 
the changes are caused by additional exposure or by premium rate in-
creases 
o Changes in the composition of premiums in force 
o Claim severity during the preceding quarter 
o Accident frequency for the preceding and current quarter 
o Results of development over several previous years 
o Changing claim costs 
Small and New Companies 
4.39 Statistical analysis of loss reserves is difficult in small insurance 
companies because of their low volume of claims. Sufficient historical data 
may not be available for new companies for analytical purposes. The method by 
which loss reserves are established in these types of companies should there-
fore receive special attention. The accident year incurred-to-date loss 
ratios should be studied as a basis for evaluating the ultimate expected loss 
ratio. A major variance in the loss ratio from industry statistics should be 
examined to determine the cause. 
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CHAPTER 5 
THE INVESTMENT CYCLE 
5.1 A property and casualty insurance company functions as a conduit of 
funds. It collects funds from those desiring protection from financial loss 
and disburses funds to those who incur such losses. During the period between 
receipt of funds and the payment of losses, the property and liability insur-
ance company invests the funds. 
5.2 The assets of a property and liability insurance company consist mainly 
of investments in bonds, stocks, mortgage loans, and real estate. 
REGULATION 
5.3 Because insurance companies have a public responsibility to be able to 
meet their obligations to policyholders, state insurance statutes and regula-
tions prescribe standards and limitations on investment activities to ensure 
adequate stability and liquidity. Regulatory requirements and restrictions 
vary by state. Most states require a certain percentage of reserves to be 
invested in specified classes of securities. Once the minimums are met, the 
company may invest in other types of securities. Most states, however, spe-
cify maximum percentages of assets that may be invested in particular classes 
of securities. State regulations may also prescribe methods for reporting 
investments, set requirements regarding matters such as the location and safe-
guarding of assets, and set limitations on investing in futures contracts and 
options. For example, a regulatory authority may require some investments to 
be deposited with the state insurance department as a condition for writing 
business in that state. Insurance statutes and regulations vary by state, but 
the regulations of the state of domicile have precedence. The auditor should 
obtain an understanding of the statutory requirements concerning investments 
of the company. 
INVESTMENT ALTERNATIVES 
5.4 Insurers plan their investment strategy to complement their insurance 
business. Funds are invested so that the income from investments plus maturi-
ties meets the ongoing cash flow needs of the company. This approach, one of 
matching assets and liabilities, requires a correct mix of long- and short-
term investments and is generally referred to as asset and liability manage-
ment. 
Short-Term Investments 
5.5 In addition to holding long-term investments consisting of bonds, stocks, 
real estate, and mortgages, an insurance company generally maintains a short-
term portfolio consisting of assets with maturities of less than one year to 
meet liquidity needs. Short-term investments of a property and liability 
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insurance company typically consist of commercial paper, certificates of de-
posit, treasury bills, and money market funds. 
5.6 Repurchase Agreements. The use of repurchase agreements (repos) as a 
short-term investment has gained widespread acceptance in the last few years. 
A repo involves the purchase of a security by the insurance company (lender) 
with the stipulation that it will be repurchased by the seller (borrower) at a 
specified price within a specified time. In such transactions, the underlying 
securities may be received by the lender or a third-party custodian; it may 
also be designated or held by the borrower on behalf of the lender as "col-
lateral." The maturity of the agreement is fixed by the contract and depends 
on the needs of the borrower and the willingness of the lender. For example, 
agreements may be structured on a day-by-day basis whereby the terms are 
negotiated daily. 
5.7 The difference between the purchase price and the repurchase price, or 
sale price, plus any accrued interest on the security represents investment 
income. 
5.8 Securities Lending. Insurance companies occasionally loan their bonds 
and stocks to securities brokers or dealers for temporary purposes, generally 
to cover a broker's short-sale or fail transactions, the latter arising when 
securities are not delivered in proper form. In exchange for lending the 
securities, the company should receive from the broker cash collateral, which 
is immediately invested for the company's benefit, in an amount equal to or 
exceeding the market values of the securities on that day. The market values 
of the securities on loan should be closely monitored, and changes in excess 
of an agreed-upon range cause the release of the collateral or an increase in 
collateral. Securities lending has no effect on the valuation of securities 
for annual statement purposes, provided the amount of the collateral at least 
equals the required collateral as specified by the National Association of 
Insurance Commissioners (NAIC). However, if the collateral is less than 
required, the value of the securities would be written down. 
Other Investment Alternatives 
5.9 Insurance companies have been increasingly attracted to alternative 
investments as part of their overall investment management strategy. Among 
these alternatives are futures contracts and stock options. 
5.10 Futures Contracts. Investment in futures contracts are gaining wide-
spread acceptance as a means to hedge against market risk and help maintain 
the company's liquidity. A futures contract is a legal agreement between a 
buyer or seller and the clearinghouse of a futures exchange; it represents a 
commitment to buy or sell a financial instrument at a specified date and 
price. FASB Statement No. 80, Accounting for Futures Contracts, provides the 
standards of financial accounting and reporting for futures contracts. 
5.11 Options on Equity Securities. In recent years, option writing by insur-
ance companies has increased. State laws and regulations differ on the types 
of options, if any, that insurance companies are permitted to write, but some 
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states permit insurance companies to write covered-call options. These are 
options for securities that insurance companies own or can acquire to be 
delivered, if the options are exercised by the option buyers. If an insurance 
company writes a covered-call option, it transfers to the option buyer the 
right to benefit from appreciation of the security underlying the option above 
the exercise price. Insurance companies usually write covered-call options 
because they consider the premium received for writing the options to be 
either— 
o A hedge against a decline in the market price of the underlying security 
or 
o An increase in yield on the underlying security. 
5.12 The premium received for selling a call option is carried in a deferred 
option account and reported as a liability until it is exercised, it expires, 
or it is eliminated through a closing purchase transaction. For annual state-
ment purposes, the underlying securities and deferred option account are 
valued at market value. 
THE TRANSACTION CYCLE 
5.13 The investment cycle includes all functions relating to the purchase and 
sale of investments; the cycle encompasses investment income and gains and 
losses, as well as custody of investment and recordkeeping. The functions 
within this cycle may be segregated into separate subcycles for each major 
type of investment (such as bonds, stocks, mortgages, and real estate) because 
of the different activities and considerations for each type. 
5.14 Except for differences caused primarily by the regulatory environment 
and investment objectives, the investments transaction cycle of property and 
liability insurance companies is generally similar to that found in other 
financial services industries. 
Investment Evaluation 
5.15 Most insurance companies have separate investment departments respon-
sible for managing the companies' investable funds. The evaluation and sub-
sequent purchase or sale of investments is based on the judgment of the 
company's investment and finance committees. Typically, the finance commit-
tee, which usually consists of top level management, is responsible for all 
investment activity. An investment committee of the company's investment 
department is usually assigned the duty of evaluating investment transactions. 
In addition to such factors as market conditions, interest rates, and risk, 
the evaluation of investments includes consideration of the company's invest-
ment objectives, current and projected cash flows, and relevant state regula-
tions. When regulatory compliance is in question, the transaction ordinarily 
should be referred to the legal department for evaluation. 
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Safekeeping 
5.16 An insurance company's treasury department is usually responsible for 
the safekeeping of securities. Securities are either stored in a company 
vault to which access is limited to authorized personnel or are held in the 
custody of banks, securities depositories, or state departments of insurance. 
Coupon-bearing securities may be arranged in the vault by payment date to 
ensure that they are redeemed on a timely basis. 
Recordkeeping 
5.17 Investment-cycle journal entries are basic input for the company's fi-
ancial statements. Journal entries should be prepared accurately and promptly 
to ensure that the financial statements include all transactions in the proper 
period. 
5.18 The accounting department prepares an investment purchases and sales 
journal, as well as interest-income and dividend-income lists. This infor-
mation is recorded on a cash basis and is reconciled monthly with cash re-
ceipts and disbursements listed in the cashier's department. At the end of 
the period, journal entries are made to convert the information to the accrual 
basis by accruing for interest earned and dividends declared but not received 
and recording investment transactions with trade dates before the end of the 
period. 
5.19 EDP applications are used to record most data relating to investment 
activity. Investment service reports and evaluation data (such as yield and 
income analyses, expected income, and market rate changes) may be produced by 
the computer and can provide management with an important source of informa-
tion for the evaluation of investments. Management reports can be generated 
that indicate whether investments owned are in compliance with regulatory 
requirements. Investment purchases and sales, even the current investment 
portfolio can be generated, and computer techniques are available to inform 
management when coupons should be remitted for interest payments and when 
securities mature. Other uses of the computer in the investment area include 
the preparation of amortization tables, dividend reports, and subsidiary 
ledgers for the different classes of securities. 
ACCOUNTING PRACTICES 
5.20 The specialized industry accounting principles for investments of insur-
ance companies are specified in FASB Statement No. 60. 
5.21 Under GAAP, bonds are reported at "amortized cost," which is original 
cost reduced by amortization of premiums or increased by accretion for dis-
counts, provided the company has both the ability and intent to hold the bonds 
until maturity and there is no decline in the market value of the bond other 
than a temporary decline. Amortization should be calculated using the inter-
est method, which results in a constant effective yield. The current-year 
amortization or accretion is recorded as a charge or credit to investment 
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income. Upon sale or maturity, the difference between sales proceeds and book 
value is treated as a realized gain or loss. Realized gains and losses on all 
assets held for investments are included separately in the statement of in-
come, after operating income, net of applicable income taxes. If an insurance 
enterprise is a trader in bonds and does not intend to hold the bonds until 
maturity, bonds shall be reported at market. Temporary changes in the market 
values of the bonds should be recognized as unrealized gains or losses. 
5.22 Common and nonredeemable preferred stocks are reported at market value; 
changes in market value are recognized as unrealized gains or losses and thus 
as separate credits or charges to stockholders' equity, net of deferred taxes. 
Preferred stock that must be redeemed by the issuing company is recorded at 
amortized cost if the company has both the ability and intent to hold the 
stocks until redemption, and if there is no decline in the market value of the 
stock other than a temporary decline. 
5.23 A decline in the market value of an investment that is other than tem-
porary should be accounted for as a realized loss, that is, the asset should 
be written down to its net realizable value. Recovery from the new cost basis 
should be recognized as a realized gain only at sale, maturity, or other 
disposition of the investment. Valuation accounts should not be used for 
bonds, common stocks, or preferred stocks. 
5.24 The auditing interpretation of AU section 332 in the Codification of 
Statements on Auditing Standards provides guidance in determining the carrying 
value of marketable securities. In addition, the Securities and Exchange 
Commission's Staff Accounting Bulletin No. 59 sets forth the staff's interpre-
tation of the phrase "other than temporary" as used in the discussion of 
impairment in FASB Statement No. 12, Accounting For Certain Marketable Securi-
ties, which specifies that a company must determine whether a decline in 
market value of a security to below cost at the balance sheet date is other 
than temporary. 
5.25 The SEC's staff does not believe that "other than temporary" should be 
interpreted to mean permanent. SAB No. 59 states that if a decline in market 
value has occurred, management should determine whether a write-down should be 
recorded. In evaluating the recoverable amount of the investment, numerous 
factors should be considered, including the following: 
o The length of time and extent to which the market value has been less 
than cost 
o The financial condition and near-term prospects of the issuer, including 
any specific events that may influence its operations 
o The intent and ability of the company to retain its investment for a 
period of time sufficient to allow for any recovery in market value 
5.26 Mortgages are reported at unpaid principal, if acquired at par or, if 
not, at amortized cost, with an allowance for estimated uncollectible amounts. 
Real estate investments are reported at cost, less accumulated depreciation 
and allowance for any impairment in value. 
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Statutory Accounting Practices 
5.27 Under Statutory Accounting Practices (SAP), common practice in the in-
dustry is to present bonds at amortized cost. However, if a bond is in de-
fault in principal or interest and therefore is rated as being not in good 
standing, values published by the NAIC in its annual handbook, Valuation of 
Securities, should be used. The NAIC assigns values to publicly traded bonds 
that may be higher or lower than quoted market values. As with GAAP, amor-
tization under SAP is calculated by the interest method. 
5.28 Practice in recording current-year amortization of premium or accretion 
of discount varies. Some companies present the charge or credit to interest 
income for the period and adjust the book value accordingly; other companies, 
however, maintain book value at acquisition cost and present the current 
year's amortization or accretion as an unrealized gain or loss. 
5.29 At the time of sale or maturity of an investment, the accounting depends 
on whether the company treats the amortization or accretion as an adjustment 
to income or as an unrealized gain or loss. If treated as an adjustment to 
income, the book value at the time of sale equals the amortized value, and any 
difference between the sale proceeds and book value is a realized capital gain 
or loss. However, if the amortization or accretion is treated as an unreal-
ized gain or loss, the book value of the investment does not equal amortized 
value because book value is kept at acquisition cost. The unrealized amount 
must be eliminated to avoid including the gain or loss twice. 
5.30 Most common and preferred stocks are reflected in the annual statement 
at values published by the NAIC, which are based generally on market opera-
tions but include dividends declared on stocks payable after December 31 that 
are quoted ex-dividend on that date. Investments in the common stock of sub-
sidiaries or affiliates are valued on one of the following bases: 
o Statutory book value of the assets of the company if held directly by 
the insurer 
o Net worth of the company determined in conformity with GAAP 
o Market value if the company is listed on a national exchange or 
o Any other value that can be substantiated to the satisfaction of the 
NAIC subcommittee. 
5.31 First mortgages on real estate are carried at the unpaid principal bal-
ance. Some states stipulate maximum loan values that limit the extent to 
which unpaid principal balances can be considered admitted assets. For ex-
ample, such a balance may be restricted to the greater of a prescribed amount 
or to a fixed percentage of total admitted assets. (Second mortgages are not 
admitted assets.) 
5.32 A gain or loss resulting from a change during a year in the difference 
between book value and admitted asset value is presented in the surplus ac-
count as unrealized gain or loss. Such gain or loss includes a change in the 
49 
excess of book value of an investment over admitted asset value. Net realized 
capital gain or loss is shown in the statement of income, after operating in-
come, net of applicable income taxes. 
5.33 Investment income from real estate generally includes imputed rent on 
space occupied by an insurance company in its own building in addition to rent 
from tenants. The amount charged for occupancy of its own building is invest-
ment income, and is also charged against its operations. 
5.34 Investment income due and accrued includes interest, dividends, and real 
estate income and is reported as an admitted asset. Investment income in-
cludes dividends, if any, payable on or before the balance sheet date but not 
received. Dividends declared before that date but payable in the subsequent 
period are not included in the accrual but, as stated above, are recognized in 
valuing stocks. 
5.35 The excess of admitted asset value of investments over book value and 
interest, dividends, and real estate income due and accrued is called nonledger 
assets because these assets are not usually recorded in the general ledger. 
5.36 The reconciliation of SAP to GAAP is discussed in chapter 8. 
SPECIAL RISK CONSIDERATIONS 
5.37 Investments are an insurance company's major asset. A key element to 
an effective audit is an understanding of the industry, operating environment, 
and accounting and internal control systems. Such an understanding allows the 
auditor to assess audit risks and facilitate the design of effective and ef-
ficient audit tests. 
5.38 Property and liability insurance companies may incur increased under-
writing losses as a consequence of their willingness to adopt a less restric-
tive underwriting philosophy to invest premium dollars. This would be done 
as long as investment income exceeds expected underwriting losses by a com-
fortable margin, which is known as cash flow underwriting. However, as losses 
continue to increase and interest rates decline, it has been necessary to re-
vise this policy. Although underwriters have reacted by raising prices and 
tightening underwriting standards, greater investment performance is required 
to offset the increased underwriting losses. In addition to understanding 
this operating environment, the special audit-risk considerations relating to 
the investment cycle include the following: 
o Investment concentration, by issuer, industry, or otherwise 
o Investment liquidity, such as investments with terms and maturities not 
matched with claims obligations 
o Investment valuation, such as improper or inadequate valuation methods, 
documentation, or impairments that are other than temporary, and 
significant amounts of investments that are not readily marketable 
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o Investment yield trends, that is, the indicated ability to manage the 
investment portfolio at maximum yields commensurate with prudent risk 
considerations 
o Investment policy, such as emphasis on speculative or high risk invest-
ments 
o Investment restrictions, that is, degree of compliance with regulatory 
or self-imposed restrictions 
o Investment repurchase agreements, such as (a) the risk that the seller-
borrower may not be able to complete the transaction and repurchase the 
security—credit risk, or (b) the risk that the collateral is not secure-
particularly if it remains with the seller-borrower's risk of collateral 
loss. Guidance on such matters is provided by the AICPA publication, 
Report of the Special Task Force on Audits of Repurchase Securities 
Transactions. 
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CHAPTER 6 
REINSURANCE 
INTRODUCTION 
6.1 Insurance companies bring together a great number of individuals and en-
tities subject to insurable hazards and collect from them premium amounts ex-
pected in the aggregate to be sufficient to pay all losses sustained by the 
insureds during the policy periods. From the insurer's perspective, the num-
ber of insureds must be large enough and diverse enough for the law of aver-
ages to operate. Frequently, however, an insurance company may be offered 
or accept for business reasons insurance of a class or amount that does not 
permit the law of averages to operate or that could result in claims the in-
surer does not have the financial capacity to absorb. Such risks are spread 
among other insurance companies through reinsurance, which is the assumption 
by one insurer of all or part of a risk originally undertaken by another in-
surer. 
6.2 In addition to using reinsurance to spread the risk of its insurance con-
tracts, an insurer may use reinsurance contracts to finance the growth of its 
business. In this regard, an insurance company's gross capacity (ability to 
write business) is limited by law or regulation based on the amount of its 
statutory surplus. The greater the ratio of premiums written to such surplus, 
the less likely it is that the surplus will be sufficient to withstand adverse 
claim experience on business written. Through reinsurance contracts, an in-
surer can increase its ability to underwrite premiums, thus effectively using 
reinsurance to facilitate the growth of its business. 
6.3 In reinsuring all or part of a risk, the ceding company does not dis-
charge its primary liability to its insureds, but it reduces its maximum ex-
posure in the event of loss by obtaining the right to reimbursement from the 
assuming company for the reinsured portion of the loss. Ceding all of a risk 
is referred to as fronting. Fronting is an arrangement between two or more 
insurers whereby the fronting company will issue a policy and then cede all 
the risk through a reinsurance agreement to the other insurer(s) in return for 
a ceding commission. Such an arrangement may not be legal if the intent is to 
circumvent regulatory requirements. As with other reinsurance contracts, the 
fronting company remains primarily liable on the insurance contract with the 
insureds. 
6.4 Reinsurance transactions are between insurance companies, not insureds. 
In the United States there are basically three types of reinsurance entities: 
(a) professional reinsurers, (b) reinsurance departments of primary insurance 
companies, and (c) various groups or syndicates of insurers referred to as 
reinsurance pools or associations. 
o Professional reinsurers, although usually permitted by their charters 
and licenses to operate as primary insurance companies, engage almost 
exclusively in reinsurance. 
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o Reinsurance departments of primary insurance companies function as units 
of primary insurers and engage in reinsurance. 
o Reinsurance pools (also referred to as associations or syndicates) may 
be organized to provide their members with reinsurance protection and 
management for certain specialized, high-risk coverage or with general 
access to the reinsurance market for traditional lines of business. 
In addition, reinsurance intermediaries, including brokers, agents, managing 
general agents, and similar entities, facilitate reinsurance by bringing to-
gether reinsurance purchasers and sellers. Reinsurance intermediaries may 
underwrite, design, and negotiate the terms of reinsurance. They may also 
place reinsurance, accumulate and report transactions, distribute premiums, 
and collect and settle claims. 
6.5 The following are major reasons for insurance companies entering into 
reinsurance contracts: 
o To reduce their exposure on particular risks or classes of risks 
o To protect against accumulations of losses arising out of catastrophes 
o To reduce total liabilities to a level appropriate to their premium 
volume and capital 
o To provide financial capacity to accept risks and policies involving 
amounts larger than could otherwise be accepted 
o To help stabilize operating results 
o To obtain assistance with new products and lines of insurance 
o To limit liabilities of captive insurance companies, created for the 
purpose of supplying insurance to noninsurance companies, to a level 
considered acceptable by the parent companies 
For similar reasons, reinsurers may at times reinsure their own risks with 
other insurance and reinsurance companies, a practice known as retrocession. 
6.6 In addition to providing for a basic ceding commission, intended to reim-
burse the ceding insurer for the cost of underwriting the business, reinsur-
ance contracts may also provide for contingent commissions. These are 
intended to allow the ceding insurer to share in the profits realized by the 
assuming reinsurer on the business subject to the contract. Reinsurance con-
tracts additionally may provide for sliding scale commissions, or commission 
adjustments under a formula that allows increasing commissions as losses de-
crease and vice versa, subject to maximum and minimum limits. Contract pro-
visions such as these can be used to defeat the transfer of risks that must be 
inherent in reinsurance contracts. (See paragraph 6.21.) 
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TYPES OF REINSURANCE 
Reinsurance Contracts 
6.7 Any summary of the different types of reinsurance contracts should be 
prefaced with the observation that flexibility is one of the characteristics 
of the reinsurance business. Reinsurance contracts are usually individually 
negotiated, and in practice no two contracts are exactly alike. Contracts are 
occasionally encountered that cannot be readily classified. However, the prin-
cipal types of reinsurance are pro rata reinsurance and excess reinsurance. 
6.8 Pro Rata Reinsurance. Pro rata reinsurance is a sharing, on a predeter-
mined basis, by the insurer and the reinsurer of premiums and losses on a 
risk, class of risks, or particular portion of the insurer's business. In 
consideration of a predetermined portion of the insurer's premium or premiums, 
the reinsurer agrees to pay a similar portion of claims and claim adjustment 
expenses incurred on the business reinsured. The reinsurer's participation in 
the claims is set without regard to the actual frequency and severity of 
claims. Pro rata reinsurance can be effected by means of quota share or 
surplus share reinsurance. 
6.9 Quota Share Reinsurance. This is a type of pro rata reinsurance in which 
a fixed percentage of each and every risk of the insurer of the type covered 
by the contract is reinsured. For example, under a 50-percent quota-share 
treaty the reinsurer receives 50 percent of the insurer's premiums, less 
ceding commissions, and is obligated to pay 50 percent of each claim as well 
as the claim adjustment expense incurred by the insurer. Such reinsurance is 
frequently used for new lines or by new companies; for example, a company just 
entering the casualty field may arrange for quota share reinsurance only for 
its casualty business. 
6.10 Surplus Share Reinsurance. This is insurance that reinsures on a pro 
rata basis only those risks on which the coverage exceeds a stated amount. 
Under a surplus treaty, an insurer might reinsure what it considers to be 
surplus exposure under each large dwelling policy that it writes. For example, 
the insurer might reinsure the amount of each dwelling policy above $25,000; 
the insurer would reinsure $15,000 on a dwelling policy for $40,000. The 
insurer would therefore pay the reinsurer 15/40 or 37.5 percent of the pre-
mium, less the specified commission. In the event of loss under the policy, 
the reinsurer would be liable for 15/40 or 37.5 percent of the claim and 
claim adjustment expense. 
6.11 Excess Reinsurance. Under excess reinsurance, the insurer limits its 
liability to all or a particular portion of the amount in excess of a prede-
termined deductible or retention. Thus, the reinsurer's portion of the loss 
depends on the size of the loss. The relationship between the premium and 
claims of the insurer and the reinsurer is not proportional. This type of 
reinsurance is generally used to supplement pro rata reinsurance and supplant 
it on many casualty lines. Excess reinsurance takes three basic forms: per 
risk basis, per occurrence basis, and aggregate basis. 
6.12 Excess of loss per risk reinsurance. This requires the insurer to pay 
all claims up to a stated amount or retention limit on each risk covered under 
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the reinsurance, such as all fire policies written. The reinsurer reimburses 
the insured for the portion of any claim in excess of the insurer's retention, 
subject to the limit stated in the reinsurance agreement. The reinsurer pays 
claims in excess of that limit. 
6.13 Excess of loss per occurrence reinsurance. This requires the insurer to 
pay all claims up to a stated amount or retention limit on all losses arising 
from a single occurrence. The reinsurer pays claims in excess of the limits. 
One purpose of obtaining per occurrence excess is to protect a company from 
the accumulation of losses arising from earthquakes, tornadoes, floods, or 
similar occurrences. Such reinsurance is also referred to as catastrophe 
reinsurance. 
6.14 Aggregate excess of loss reinsurance. This requires the insurer to pay 
all claims during a specified period up to a predetermined limit for the 
period on all its business, or any definable portion thereof. This is usually 
expressed as a loss ratio (for example, reinsurance against losses that would 
cause a company's loss ratio to exceed 75 percent). Such reinsurance is also 
referred to as stop loss reinsurance. 
Reinsurance Transactions 
6.15 Reinsurance is transacted either on a facultative or a treaty basis. 
Under facultative reinsurance, each risk or portion of a risk is reinsured 
individually and the assuming company has the option to accept or reject each 
risk. Risks are separately underwritten by the assuming company in much the 
same manner as if a direct policy were being issued. The assuming company 
therefore has all of the policy information necessary to maintain all of the 
accounting records, including gross premiums and reinsurance premiums, term of 
the policy, reinsurance commissions, and individual claims data. Because the 
assuming company must specifically obligate itself before assuming the risk, 
the company is aware of all of the risks assumed at any point in time. The 
assuming company likewise maintains complete records about all facultative 
business assumed and, therefore, has information needed to account for pre-
miums written and receivable, commissions incurred and payable, and losses and 
expenses incurred and payable. 
6.16 Under treaty-basis reinsurance, any agreed portion of business written 
is automatically reinsured, thereby eliminating the need for the assuming com-
pany to accept or reject each risk. Because of the time lag in reporting by 
the ceding company, the assuming company is likely to be unaware of some of 
the risks it has assumed at a particular point in time. The reports received 
by the assuming company from the ceding company may be complete bordereaus (or 
listings) of pertinent information on each risk or summaries of risks. 
6.17 If the ceding company reports only summarized information, the assuming 
company does not have complete information relating to reinsurance activities. 
For example, without knowing the reinsurance premiums by policy term, the 
assuming company cannot calculate its unearned premium reserve but must use 
amounts reported by the ceding company. The assuming company, which has no 
direct relationship with the insured, must also depend on the ceding company 
to report the reinsured portion of reported claims and, in some quota-share-
treaty accounts, the estimated liability for IBNR claims. 
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6.18 Reinsurance may be transacted and serviced directly between the ceding 
and assuming companies or through reinsurance intermediaries, brokers, agents, 
or managing general agents. Reporting of information to the assuming company 
is negotiated as part of a reinsurance transaction involving an intermediary 
or broker. 
ACCOUNTING PRACTICES 
6.19 Accounting for reinsurance ceded transactions is the opposite of ac-
counting for direct business. The amounts for reinsurance transactions are 
usually netted against the related accounts in financial statements. FASB 
Statement No. 60, paragraph 38, describes the accounting for ceded reinsur-
ance: 
Amounts that are recoverable from reinsurers and that relate to paid 
claims and claim adjustment expenses shall be classified as assets, 
with an allowance for estimated uncollectible amounts. Estimated 
amounts recoverable from reinsurers that relate to the liabilities 
for unpaid claims and claim adjustment expenses shall be deducted 
from those liabilities. Ceded unearned premiums shall be netted 
with related unearned premiums. Receivables and payables from the 
same reinsurer, including amounts withheld, also shall be netted. 
Reinsurance premiums ceded and reinsurance recoveries on claims may 
be netted against related earned premiums and incurred claim costs 
in the income statement. 
The accounting for insurance assumed normally parallels the accounting for di-
rect business. 
6.20 FASB Statement No. 60, paragraph 60(f), requires disclosure of the 
nature and significance of reinsurance transactions to the insurance company's 
operations, including reinsurance premiums assumed and ceded, and estimated 
amounts that are recoverable from reinsurers and that reduce the liabilities 
for unpaid claims and claim adjustment expenses. 
6.21 FASB Statement No. 60 describes reporting in conformity with generally 
accepted accounting principles for "payments to insurance companies that may 
not involve transfer of risk." FASB Statement No. 5, paragraph 44, provides 
similar guidance. Paragraph 40 of FASB Statement No. 60 states the following: 
To the extent that a reinsurance contract does not, despite its form, 
provide for indemnification of the ceding enterprise by the reinsurer 
against loss or liability, the premium paid less the premium to be 
retained by the reinsurer shall be accounted for as a deposit by the 
ceding enterprise. Those contracts may be structured in various 
ways, but if, regardless of form, their substance is that all or part 
of the premium paid by the ceding enterprise is a deposit, the amount 
paid shall be accounted for as such. A net credit resulting from the 
contract shall be reported as a liability by the ceding enterprise. 
A net charge resulting from the contract shall be reported as an 
asset by the reinsurer. 
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SPECIAL RISK CONSIDERATIONS 
6.22 A ceding company does not discharge its obligations to the insureds 
through reinsurance but only obtains the right to reimbursement from the as-
suming company. Therefore, the ceding company faces the risk that the as-
suming company may not have the financial capacity or stability to meet its 
obligations when they are due. 
6.23 The assumption of reinsurance, on the other hand, requires special con-
sideration of the accuracy and reliability of the data received from the 
ceding company, either directly or through a reinsurance intermediary. The 
extent of the detail in the information provided to the assuming company by 
the ceding company or the reinsurance intermediary can vary significantly as 
to— 
o Timeliness of the information submitted. 
o Detail of information relating to policies, claims, unearned premiums, 
and loss reserves. 
o Annual statement line-of-business classification. 
o Foreign currency translation information on business assumed from com-
panies domiciled in foreign countries (alien companies). 
6.24 Information on claims incurred but not reported (IBNR) and bulk reserves 
also may be reported by ceding companies under pro rata reinsurance arrange-
ments. Generally, no IBNR is reported on nonproportional, that is, excess 
reinsurance, arrangements. Based on the quality and comprehensiveness of the 
information, the information provided may or may not be used by the assuming 
company. 
APPLICABILITY AND SCOPE OF GUIDANCE 
6.25 This chapter provides guidance on auditing property and liability rein-
surance, including accident and health reinsurance. The following sections 
describe significant internal accounting control considerations regarding 
ceded reinsurance and assumed reinsurance and describe the related auditing 
procedures. SAS No. 1, Codification of Auditing Standards and Procedures, 
Professional Standards, vol. 1 (AU sec. 320.31), states that the establish-
ment and maintenance of a system of internal control is an important respon-
sibility of management. The concept of materiality is inherent in the work of 
the independent auditor, and the elements of materiality and relative risk 
underlie the application of generally accepted auditing standards. 
CEDED REINSURANCE 
Internal Controls of the Ceding Company 
6.26 The ceding company should have those internal accounting control proce-
dures that it considers necessary to (a) evaluate the financial responsibility 
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and stability of the assuming company whether the assuming company is domi-
ciled in the United States or in a foreign country and (b) provide reasonable 
assurance about the accuracy and reliability of information reported to the 
assuming company and amounts due to or from the assuming company. The ceding 
company's control procedures to evaluate the financial responsibility and sta-
bility of the assuming company may include the following: 
o Obtaining and analyzing recent financial information of the assuming 
company, such as— 
- Financial statements and, if audited, the independent auditor's 
report. 
- Financial reports filed with the Securities and Exchange Commission 
(United States), Department of Trade (United Kingdom), or similar 
authorities in other countries. 
- Financial statements filed with insurance regulatory authorities, with 
particular consideration of loss reserve development and the quality 
and liquidity of the company's invested assets. 
o Obtaining and reviewing available sources of information relating to the 
assuming company, such as— 
- Insurance industry reporting and rating services. 
- Insurance department examination reports. 
- Loss reserve certifications filed with regulatory authorities. 
- Letters relating to the adequacy of internal accounting controls filed 
with regulatory authorities. 
- Insurance Regulatory Information System results filed with regulatory 
authorities. 
o Inquiring about the assuming company's retrocessional practices and ex-
perience. 
o Inquiring about the general business reputation of the assuming company 
and the background of its owners and management. 
o Ascertaining whether the assuming company is authorized to transact re-
insurance within the ceding company's state of domicile or, if not, 
whether letters of credit or other means of security are provided. 
o Considering the need for and evaluating the adequacy of collateral from 
the assuming company on collateralized reinsurance contracts. 
6.27 The ceding company's control procedures relating to the accuracy and 
reliability of information reported to the assuming company and amounts due to 
or from the assuming company are generally similar in nature to other control 
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procedures for the recording of insurance transactions. (Those control proce-
dures are described in appendix B.) 
Auditing Procedures 
6.28 The ceding company's independent auditor should review the ceding com-
pany's procedures for determining the assuming company's ability to honor its 
commitments under the reinsurance contract. If the auditor tends to rely on 
the prescribed procedures, he should determine whether they are adequate for 
audit purposes and perform tests to obtain reasonable assurance that they are 
in use and operating as prescribed. 
6.29 The absence of adequate procedures by the ceding company to determine 
the assuming company's ability to honor its contractual commitments, or the 
lack of reasonable assurance that such procedures are in use and operating as 
planned, may constitute a material weakness in the ceding company's system of 
internal accounting control. SAS No. 20, Required Communication of Auditing 
Weakness in Internal Control, discusses the auditor's responsibility for com-
munication to management of a material weakness in internal accounting con-
trol. If the auditor decides not to rely on the company's control procedures— 
whether because of a material weakness or other reasons—he should perform sub-
stantive tests sufficient to evaluate the collectibility of amounts recorded 
in the financial statements as recoverable from the assuming company. The 
auditor's tests may include certain of the procedures specified in paragraph 
6.26 but they are not necessarily limited to those procedures. The auditor 
may be unable to perform the procedures he considers necessary, whether as a 
result of restrictions imposed by the client or by circumstances such as the 
timing of the work, the inability to obtain sufficient competent evidential 
matter, or an inadequacy in the accounting records. This inability consti-
tutes a scope limitation that may require the auditor to qualify or disclaim 
an opinion, in accordance with SAS No. 2, Reports on Audited Financial State-
ments, paragraphs 10 to 13. In such circumstances, the reasons for the audi-
tor's qualification of opinion or disclaimer of opinion should be described in 
his report. 
6.30 To determine whether reinsurance contracts are appropriately accounted 
for, the independent auditor of the ceding company should perform procedures 
for selected contracts, selected transactions, and related balances, including 
these: 
o Read the reinsurance contract and related correspondence to— 
- Obtain an understanding of the business objective of the reinsurance 
contract. 
- Determine whether the contract should be accounted for according to 
the provisions of FASB Statement No. 60, paragraph 40, as discussed in 
paragraph 6.21, above. 
o Trace entries arising from selected reinsurance contracts to the appro-
priate records. 
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o Trace the selected transactions to supporting documents and test the re-
lated receivables and payables. 
o Obtain written confirmation of selected balances. In certain circum-
stances, confirmation of contract terms may be appropriate. 
ASSUMED REINSURANCE 
Internal Controls of the Assuming Company 
6.31 A significant element of an assuming company's system of internal ac-
counting control that is related to assumed reinsurance is the assessment of 
the accuracy and reliability of data received from the ceding companies. 
Principal control procedures of the assuming company may include the 
following: 
o Maintaining underwriting files with information relating to the business 
reasons for entering the reinsurance contracts and anticipated results 
of the contracts. The underwriting files may include— 
- Historical loss ratios and combined ratios of the ceding companies. 
- Anticipated loss ratios under the contracts. 
- Indications of the frequency and content of reports for the ceding 
companies. 
- Prior business experience with the ceding companies. 
- The assuming company's experience on similar risks. 
- Information regarding pricing and ceding commissions. 
o Monitoring the actual results reported by the ceding companies and in-
vestigating the reasons for and the effects of significant deviations 
from anticipated results. 
o Visiting the ceding companies and reviewing and evaluating their under-
writing, claims processing, loss reserving, and loss-reserve development-
monitoring procedures. 
o Obtaining from the ceding companies special reports by their independent 
accountants regarding the ceding companies' internal accounting controls 
relating to ceded reinsurance. SAS No. 44, Special Purpose Reports on 
Internal Control, paragraph 48, refers to such reports. 
6.32 Additional control procedures of the assuming company may include the 
following: 
o Obtaining and analyzing recent financial information of the ceding com-
panies, such as— 
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- Financial statements and, if audited, the independent auditors' re-
port. 
- Financial reports filed with the Securities and Exchange Commission 
(United States), Department of Trade (United Kingdom), or similar 
authorities in other countries. 
- Financial statements filed with insurance regulatory authorities, with 
particular attention to loss reserve development. 
o Obtaining and reviewing available sources of information on the ceding 
companies, such as— 
- Insurance industry reporting and rating services. 
- Insurance department examination reports. 
- Loss reserve certifications filed with regulatory authorities. 
- Letters relating to the adequacy of internal accounting controls filed 
with regulatory authorities. 
o Inquiries about the general business reputation of the ceding companies 
and the background of their owners and managements. 
Auditing Procedures 
6.33 An assuming company's independent auditor should review the assuming 
company's procedures for assessing the accuracy and reliability of data re-
ceived from the ceding companies. If the auditor intends to rely on the 
procedures, he should evaluate the suitability of the assuming company's pro-
cedures for his purposes and test the procedures to obtain reasonable 
assurance that they are in use and operating as prescribed. 
6.34 The absence of adequate procedures by the assuming company to obtain 
assurance regarding the accuracy and reliability of data received from the 
ceding company, or the lack of reasonable assurance that such procedures are 
in use and operating as prescribed, may constitute a material weakness in the 
assuming company's system of internal accounting control. If the auditor 
decides not to rely on the company's control procedures, whether because of a 
material weakness or for other reasons, he should perform substantive tests 
sufficient to obtain assurance regarding the accuracy and reliability of the 
data received from the ceding companies. The auditor's extended procedures 
may include, but would not necessarily be limited to, one or more of the 
following: 
o Performing certain of the principal control procedures described in 
paragraph 6.31. 
o Visiting the ceding companies' independent auditors and reviewing their 
working papers. SAS No. 1 discusses that procedure. 
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o Performing auditing procedures at the ceding companies or requesting 
their independent auditors to perform agreed-upon procedures. 
o Obtaining special-purpose reports from the ceding companies' independent 
auditors on their internal controls relating to ceded reinsurance (see 
SAS No. 30, Reporting on Internal Control, paragraphs 60 to 61). 
6.35 The auditor's inability to perform the procedures he considers neces-
sary, whether as a result of restrictions imposed by the client or because of 
circumstances such as the timing of the work, the inability to obtain suffi-
cient competent evidential matter, or an inadequacy in the accounting records, 
constitutes a scope limitation that may require the auditor to qualify his 
opinion or disclaim an opinion (see SAS No. 3, The Effects of EDP on the 
Auditor's Study and Evaluation of Internal Control, paragraphs 10 to 13). In 
such circumstances, the reasons for the auditor's qualification of opinion or 
disclaimer of opinion should be described in his report. 
6.36 To determine whether reinsurance contracts are appropriately accounted 
for, the independent auditor of the assuming company should perform procedures 
for selected contracts, selected transactions, and related balances, which 
include these: 
o Read the reinsurance contract and related correspondence to— 
- Obtain an understanding of the business objective of the reinsurance 
contract. 
- Determine whether the contract should be accounted for according to 
the provisions of FASB Statement No. 60, paragraph 40, as discussed 
earlier in paragraph 6.21. 
o Trace entries arising from selected reinsurance contracts to the appro-
priate records. 
o Trace the selected transactions to supporting documents and test the re-
lated receivables and payables. 
o Obtain written confirmation of selected balances. In certain circum-
stances, confirmation of contract terms may be appropriate. 
Pools, Associations, and Syndicates 
6.37 Participation in reinsurance pools, associations, and syndicates is in 
some respects similar to reinsurance, and the guidance in paragraphs 6.30 to 
6.35 generally applies to audits of participating companies. Pools, asso-
ciations, and syndicates often issue audited financial statements to partici-
pating companies, and the auditor of a participating company may use the 
report of the independent auditor of the pool, association, or syndicate 
in his examination. SAS No. 1, Codification of Auditing Standards and 
Procedures, provides guidance for such use (Professional Standards, vol. 1, AU 
sec. 543, "Part of Examination Made by Other Independent Auditors"). 
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REINSURANCE INTERMEDIARIES 
6.38 Control procedures of reinsurance intermediaries are integral parts of 
reinsurance transactions involving such intermediaries. The assuming and 
ceding companies should coordinate their control procedures with those of the 
intermediaries. 
6.39 A company may delegate to a reinsurance intermediary the performance of 
the procedures described in paragraphs 6.26, 6.31, and 6.32. The company, 
however, should have procedures to satisfy itself that the reinsurance inter-
mediary is adequately performing those procedures. The guidance provided the 
independent auditor in paragraphs 6.28, 6.29, 6.33, and 6.34 is applicable. 
6.40 In addition to the functions discussed in paragraphs 6.26, 6.31, and 
6.32, a reinsurance intermediary may be authorized to collect, hold, disburse, 
or remit funds on behalf of an insurance company. The insurance company 
should have controls to provide reasonable assurance that the reinsurance 
intermediary is— 
o Adequately performing those functions. 
o Safeguarding the funds and, if required, appropriately segregating the 
funds. 
o Settling accounts on a timely basis. 
The insurance company may accomplish this by obtaining a special report from 
the independent auditor of the reinsurance intermediary or by visiting the 
reinsurance intermediary and reviewing its controls that relate to those func-
tions. The auditor of the insurance company should review the company's 
internal control procedures, and, if he intends to rely on them, he should 
evaluate the suitability of the control procedures for his purposes and test 
the operation of the procedures. If the auditor decides not to rely on those 
controls, he should perform substantive tests sufficient to obtain assurance 
that the objectives described above are met. 
6.41 The auditor should read the intermediary clauses in an assuming com-
pany's reinsurance contracts. Such clauses, which identify the specific in-
termediaries or brokers involved in negotiating the contracts, communicating 
information, and transmitting funds, should state clearly whether payment to 
the intermediaries constitutes payment to the other parties to the reinsurance 
contracts. An example of such a clause, under which the reinsurer assumes the 
credit risks in the transmission of reinsurance funds follows: 
is hereby recognized as the Intermediary ne-
gotiating this contract. All communications (including but not 
limited to notices, statements, premiums, return premiums, commis-
sions, taxes, losses, loss adjustment expenses, salvages, and loss 
settlements) relating thereto shall be transmitted to the ceding 
company or the reinsurers through . Payments by 
the ceding company to the Intermediary shall be deemed to constitute 
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payment to the reinsurers. Payments by the reinsurers to the Inter-
mediary shall be deemed to constitute payment to the ceding company 
only to the extent that such payments are actually received by the 
ceding company. 
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CHAPTER 7 
TAXES 
FEDERAL INCOME TAXATION 
7.1 In general, a property and liability insurance company is subject to the 
same federal income tax laws that apply to other commercial enterprises. 
There are, however, additional sections of the Internal Revenue Code (IRC) and 
related Treasury regulations that apply specifically to property and liability 
insurers. Sections 831 and 832 of the IRC apply to all property and liability 
insurance companies taxable under section 821 of the IRC. This chapter is 
intended to familiarize the auditor with significant and unique features of 
property and liability insurance taxation including the provisions of the Tax 
Reform Act of 1986 (TRA or the Act). 
IMPACT OF TRA 
7.2 Proper ty and l i a b i l i t y insurance companies t a x a t i o n was one of the prim-
ary t a r g e t s of tax reform in TRA. In add i t ion to the genera l corpora te tax 
changes promulgated by TRA—particularly the changes in the a l t e r n a t i v e minimum 
tax computation—there were s p e c i f i c p rov i s ions a f f ec t ing proper ty and l i a -
b i l i t y insurance companies. The changes a re e f f e c t i v e for t axab le years a f t e r 
December 3 1 , 1986, and r e l a t e p r imar i ly to l o s s - r e s e r v e d i s c o u n t i n g , unearned 
premium r e s e r v e s , d i v i d e n d s , and tax-exempt i n t e r e s t . 
P rov is ions of TRA on Proper ty and L i a b i l i t y Insurance Companies 
7.3 Loss-Reserve Discount ing . Unpaid l o s se s of a p roper ty and l i a b i l i t y i n -
surance company wi l l be subjec t to d i scount ing for tax purposes . As a r e s u l t , 
the deduct ion for unpaid l o s s e s w i l l be l imi ted to the inc rease in the amount 
of d iscounted unpaid l o s s e s . The amount of discounted unpaid l o s se s i s com-
puted annual ly with r e spec t to unpaid l o s se s in each l i n e of bus iness (as 
conta ined in schedules O and P of the annual s ta tement) for each acc ident 
yea r . The d iscount per iods a re g e n e r a l l y t h r e e years for schedule 0 l i n e s 
and ten years for schedule P l i n e s of b u s i n e s s . 
7.4 The p rov i s ions r e l a t i n g to the t rea tment of l o s s - r e s e r v e d i scoun t ing a re 
g e n e r a l l y e f f e c t i v e for t axab le years beginning a f t e r December 3 1 , 1986. For 
unpaid l o s se s on ou ts tand ing bus iness before January 1, 1987, the computation 
of a company's change in unpaid l o s se s for the f i r s t year i s determined as i f 
the d i scount ing p rov i s ions were app l i cab l e during the previous yea r . The i n -
come r e s u l t i n g from t h i s decrease in r e se rves i s not included in t axab le i n -
come and i s r e f e r r e d to as a " f resh s t a r t . " 
7.5 An example of the fresh s t a r t p rov is ion fol lows. Assume t h a t a t 
December 3 1 , 1986, the company's undiscounted l o s s r e se rves were $1,000, and 
a t December 3 1 , 1987, they were $2,000. Under pre-1987 law, the company would 
be e n t i t l e d to a deduct ion of $1,000 in 1987, r ep re sen t ing the inc rease in 
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undiscounted loss reserves during the year. Assume also that on a discounted 
basis, the loss reserves would be $900 and $1,800 at December 31, 1986, and 
December 31, 1987, respectively. Without the fresh start provision, the com-
pany would be entitled to a deduction of only $800 (discounted loss reserves 
of $1,800, less undiscounted loss reserves of $1,000) in 1987. However, the 
provision allows companies to measure their increase or decrease in reserves 
for 1987 by utilizing the discounted amount at December 31, 1986. In this 
example, therefore, the increase in reserves for 1987 is $900 ($1,800 less 
$900), or $100 greater than it would have been if the company had been re-
quired to utilize its undiscounted reserve amount at December 31, 1986. The 
release of the discount at December 31, 1986, is never included in taxable 
income. 
7.6 Discounting methodology is specified in IRC section 846. The amount of 
the discounted unpaid losses is the present value of such losses determined by 
using (a) the undiscounted loss reserves, (b) an applicable rate of interest, 
and (c) the pattern of the payment of claims. 
7.7 Generally, the amount of the undiscounted unpaid losses subject to dis-
counting are those shown in the annual statement. However, in some cases, 
reserves (such as workers' compensation) are already discounted for annual 
statement purposes. The TRA requires that these reserves be grossed up and 
that an undiscounted loss reserve be calculated. The undiscounted amount of 
the loss reserve is used as the amount of unpaid losses to which the discount-
ing rules are applied. Insurance companies are permitted to gross up these 
discounted loss reserves for tax purposes only if the discounting for annual 
statement purposes is identified as such and the discounting factors that were 
used are explained in the annual statement. 
7.8 The applicable interest rate utilized in calculating the discounted re-
serve is an annual rate determined by the Secretary of Treasury. The annual 
rate for any calendar year is a rate equal to 100 percent of the average of 
the applicable federal mid-term rates (AFR) effective at the beginning of each 
of the calendar months in the test period. The test period is the most recent 
five-year period ending before the beginning of the year for which the deter-
mination is made. Any month beginning before August 1, 1986, is excluded from 
the test period. For accident years beginning before or in 1987, the interest 
rate is 100 percent of the average AFR effective at the beginning of the last 
five calendar months of 1986. Once an interest rate assumption is established 
with respect to unpaid losses in a particular accident year, it continues to 
be used without change as claims for the accident year are paid. 
7.9 The applicable loss payment pattern is determined by the Secretary of 
Treasury for each line of business by reference to the historical loss payment 
pattern. Generally, the payment patterns are determined every five years 
based 'on published historical aggregate-loss payment data or, at the company's 
election, on its own historical loss-payment experience. For all years 
through 1991, the loss payment patterns are based on 1985 data. Once a pay-
ment pattern has been applied to a particular accident year, it cannot be re-
determined to adjust for more recent information. All losses are considered 
as being paid in the middle of the year. 
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7.10 Unearned Premium Reserve. Under p r i o r law, the e n t i r e annual change in 
a p roper ty and l i a b i l i t y insurance company's unearned premium rese rve was 
taken in to account in computing i t s t axab le income. In a d d i t i o n , p roper ty and 
l i a b i l i t y i n s u r e r s a re e n t i t l e d to deduct the expenses of i s su ing and s e l l i n g 
new p o l i c i e s , such as po l i cy a c q u i s i t i o n expenses . Congress be l ieved t h a t 
al lowing both a d e f e r r a l of unearned premiums and a cu r ren t deduct ion for the 
corresponding po l icy a c q u i s i t i o n c o s t s has r e s u l t e d in a s i g n i f i c a n t mis -
matching of income and expense. 
7.11 To provide for d e f e r r a l of po l i cy a c q u i s i t i o n c o s t s , TRA permits only 80 
percent of the annual change in the unearned premium rese rve to be u t i l i z e d in 
determining t axab le income for t axable years beginning a f t e r December 3 1 , 
1986. Congress deemed tha t the 20 percent not taken in to account approximates 
po l i cy a c q u i s i t i o n c o s t s . For example, in 1987, i f an insurance company's un-
earned premium rese rve inc reases from $50,000 t o $60,000, the net deduct ion 
for unearned premiums wi l l be $8,000 ($60,000 - $50,000) X 80 p e r c e n t . Simi-
l a r l y , i f the unearned premium rese rve decreases in 1988 from $60,000 t o 
$40,000, ABC Insurance Company wi l l be requi red to include $16,000 ( r a t h e r 
than $20,000, as under p r i o r law) in determining taxable income. A proper ty 
and l i a b i l i t y i n su re r i s a l so requi red to include in income 20 percent of i t s 
unearned premium rese rve ou ts tand ing at the c lose of i t s l a s t t axab le year b e -
ginning p r i o r to January 1, 1987. For most insurance companies, t h i s i s the 
ba lance a t December 3 1 , 1986. This amount wi l l be included in income r a t a b l y 
over the s ix taxable years beginning a f t e r December 3 1 , 1986. 
7.12 Dividends and Tax—Exempt I n t e r e s t . TRA r e q u i r e s a p roper ty and l i a -
b i l i t y insurance company to p ro ra t e a spec i f i ed por t ion of i t s investment i n -
come by reducing the deduct ion for l o s se s incurred by 15 percent of i t s t a x -
exempt i n t e r e s t income and the deduc t ib l e por t ion of dividends r ece ived . 
Dividends received from a f f i l i a t e s t h a t a re e l i g i b l e for the 100-percent 
d iv idends - rece ived deduct ion are a l so subjec t to p r o r a t i o n i f such dividends 
a re funded by tax-exempt i n t e r e s t income or by dividends not e l i g i b l e for the 
100-percent d iv idends- rece ived deduc t ion . The p ro ra t i on r u l e app l i e s to t a x -
able years beginning a f t e r December 3 1 , 1986, but only to tax-exempt i n t e r e s t 
and dividends received or accrued on bonds or s tocks acquired a f t e r August 7, 
1986. 
7.13 Small Proper ty and L i a b i l i t y Insurance Companies. Under p r i o r law, 
mutual p roper ty and l i a b i l i t y insurance companies with c e r t a i n gross r e c e i p t s 
of no more than $150,000 were exempt from t a x . TRA provides t h a t s tock as 
well as mutual , p r o p e r t y , and l i a b i l i t y insurance companies are e l i g i b l e for 
tax exemption. A company i s exempt from tax i f i t has both ne t w r i t t e n p r e -
miums and d i r e c t w r i t t e n premiums of no more than $350,000 for the t axab le 
yea r . 
7.14 In a d d i t i o n , TRA enacted a provis ion tha t allows both mutual and stock 
p rope r ty and l i a b i l i t y companies to e l e c t to be taxed only on investment i n -
come. This e l e c t i o n i s a v a i l a b l e i f e i t h e r ne t w r i t t e n premiums or d i r e c t 
w r i t t e n premiums exceed $350,000 but n e i t h e r amount exceeds $1,200,000. The 
amount of the ne t or d i r e c t w r i t t e n premiums i s determined on a c o n t r o l l e d 
group b a s i s with a 50-percent r a t h e r than an 80-percent ownership t e s t . These 
p rov i s ions are e f f e c t i v e for t axab le years beginning a f t e r December 3 1 , 1986. 
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7.15 Protection Against Loss Account. Under prior law, mutual property and 
liability insurance companies were permitted a protection against loss (PAL) 
account deduction. The PAL account, which was originally enacted to provide 
for the cyclical nature of the industry, is a memorandum account that allowed 
a mutual property and liability insurer to defer a portion of its underwriting 
income. 
7.16 In an attempt to reduce the differences between mutual and stock com-
panies, the TRA repeals the deduction for additions to the PAL account effec-
tive for taxable years beginning after December 31, 1986. Amounts in the PAL 
account at the close of the last taxable year beginning before January 1, 
1987, are included in income in the same manner as prior law. 
7.17 Alternative Minimum Tax. For taxable years beginning after December 31, 
1986, TRA repeals the corporate add-on minimum tax and replaces it with an al-
ternative minimum tax (AMT). In addition, the TRA requires a property and 
liability insurance company to take into account its AMT liability and regular 
tax liability in making estimated tax payments. 
7.18 The tax preference items that are taken into account under the new AMT 
generally parallel those considered in the corporate add-on tax under prior 
law. However, new preferences have been added. Included among these are the 
"business untaxed reported profits" preference, which will have the greatest 
impact on property and liability insurance companies and tax-exempt interest 
on certain bonds issued after August 7, 1986. 
7.19 In applying the business untaxed reported profits preference, the TRA 
provides that alternative minimum taxable income (AMTI) of a corporation in-
cludes one-half of the amount by which the adjusted net book income of the 
company exceeds the AMTI before this preference is taken into account. In 
general, for 1987 through 1989, the book income or loss of a corporate tax-
payer will be the pretax income or loss set forth on the company's applicable 
financial statements. 
7.20 Because property and liability insurance companies prepare a variety of 
financial statements, the Act creates a disparity within the industry on the 
choice of statements. For example, a publicly held stock property and lia-
bility insurance company is required to use its SEC-filed financial statements 
as their financial statements. A comparable mutual insurance company, not 
filing with the SEC, would use the statutory annual statements filed pursuant 
to state insurance laws. In addition, differing financial statements often 
require very different assumptions, estimates, and accounting methods for 
insurance companies. For example, an insurance company's net income may 
exceed its statutory net income because of the deferral of acquisition expen-
ses for GAAP purposes. Thus, factors external to the operations of the insur-
ance company itself may significantly affect the determination of the amount 
of the book/tax preference item because different insurance companies are 
required to utilize different types of financial statements in making such a 
determination. For insurance companies whose applicable financial statements 
are the financial statements prepared for regulatory purposes, the TRA 
provides that the amount of book income is the net gain from operations after 
dividends to policyholders and before federal income taxes. 
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STATUTORY ACCOUNTING PRACTICES AND TAXABLE INCOME 
7.21 A property and liability insurance company's taxable income is based in 
large part on its statutory financial statements. The underwriting and in-
vestment exhibit of the annual statement approved by the National Association 
of Insurance Companies is accepted by the IRS as the net income of the com-
pany; and insofar as it is not inconsistent with the provisions of the IRC, 
the exhibit is recognized and used as a basis for determining the gross amount 
earned from investment and underwriting income for tax purposes. 
7.22 There are three other unique and prominent similarities between statu-
tory and taxable income. First, commissions, premium taxes, and other costs of 
acquiring new business are fully deductible for tax purposes in the year that 
they are incurred, although the related income is included in subsequent tax 
periods. This tax provision provides growing insurance companies cash flow 
advantages. Second, direct charges or credits to statutory surplus are not 
included in determining taxable income. They include premiums past due from 
agents—unless they are bona fide bad debts currently chargeable to statutory 
expense—and the provision for unauthorized reinsurance. Third, premiums are 
included in taxable income only as they are earned, regardless of when they 
are received. 
7.23 Although most of the accounting practices for determining taxable income 
as prescribed by the IRC follow statutory accounting practices, there are 
items that are always excluded from or are deductible in computing taxable 
income, such as tax-exempt interest received on certain bonds, dividends-
received deduction, and the amortization of goodwill. The IRC and regulations 
of the IRS also differ from statutory practices in certain respects for sal-
vage and subrogation, policyholder dividends, and deposit premiums. 
7.24 Salvage and Subrogation. Anticipated salvage and subrogation recoveries 
are not accrued for statutory accounting purposes. By contrast, the IRC 
states that in determining incurred claims, the taxpayer should add to claims 
paid during the taxable year the salvage and reinsurance recoverable that is 
outstanding at the end of the preceding taxable year, and then deduct salvage 
and reinsurance recoverable at the end of the taxable year. 
7.25 Policyholder Dividends. Under statutory accounting practices, policy-
holder dividends are charged to expense on the date they are declared; the 
IRC permits policyholder dividends to be deducted on the date declared, the 
date payable, or the date paid—as long as the chosen method is consistently 
followed. However, for a dividend to be deductible, it must be paid no later 
than two and one-half months following the fiscal year-end. 
7.26 Deposit Premiums. Deposit premiums are provisional payments by policy-
holders that are adjusted when the policies expire, based on the coverage 
provided. They are most commonly used for workers' compensation insurance. 
Statutory accounting practices allow several methods of recognizing deposit 
premiums. For federal income tax purposes, the includable portion of the 
premium is the amount received, less the amount of unabsorbed premium deposits 
that the company would be obligated to return to its policyholders at the 
close of the taxable year if all its policies were terminated at that date. 
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SPECIAL INCOME TAX PROVISIONS 
7.27 Capital Losses. The IRC grants a significant tax advantage to property 
and liability insurers for deductions for capital losses; this advantage is 
not available to other corporate taxpayers. Property and liability insurers 
may claim ordinary deductions for capital losses resulting from the sale or 
exchange of capital assets in order to obtain funds to meet abnormal insurance 
losses and to provide for the payment of dividends and similar distributions 
to policyholders. Insurance companies use a prescribed calculation to deter-
mine whether securities were sold to meet abnormal losses. Capital losses are 
ordinary deductions to the extent that gross receipts from assets sold do not 
exceed the excess of cash basis income over cash basis expense. 
7.28 Interperiod Tax Allocation. APB Opinion No. 11, Accounting for Income 
Taxes, discusses in detail the principles involved with accounting for income 
taxes. The total provision for income taxes requires an allocation between 
taxable periods of the tax effects of timing differences. Timing differences 
are revenues and expenses that are recognized in pretax accounting income 
either before or after they are recognized in taxable income. Permanent dif-
ferences are recognized only in either pretax accounting income or taxable in-
come and do not affect other periods; thus, the tax effect of such differences 
is not allocated between periods. 
7.29 Some of the more common timing differences unique to property and lia-
bility insurance companies are the following: 
o Under the Act, reserves for losses for tax purposes are required to be 
discounted, as described previously. Although the fresh start discount 
will be accounted for as a permanent difference, timing differences will 
arise in 1987 and subsequent years for differences between tax and fi-
nancial accounting basis reserves. 
o Deposit premiums may be recognized on a basis for financial accounting 
purposes different from that for taxable income purposes. 
o Policy acquisition costs are capitalized and amortized over the term of 
the policies for GAAP purposes. For both statutory and tax accounting 
purposes, acquisition costs are deducted in the year the policy is 
issued. 
7.30 Intraperiod Tax Allocation. Intraperiod tax allocation is required by 
APB Opinion No. 11 to reflect the tax effect within a period of specially 
treated items. Examples of such items include extraordinary items, prior-
period adjustments, and any other item receiving special treatment in the 
financial statements. The provision for income tax expense should be allo-
cated between income before extraordinary items and other special items 
reflected in a property and liability insurance company's financial state-
ments . 
STATE TAXATION 
7.31 The various state governments tax property and liability insurers on 
premiums written and on income. Taxation methods and tax rates vary widely 
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among the states. Many of the states apply different rates to different lines 
of insurance, and differentiate between domestic insurers and foreign in-
surers. 
7.32 Premium Taxes. All states tax premiums. These taxes usually apply both 
to the companies that are domiciled in the state, called domestic insurers, 
and to the companies that conduct business in the state but are domiciled 
elsewhere, called foreign insurers. Some states, however, partially or 
totally exempt domestic insurers from premium taxes, and others allow domes-
tic insurers special credits against premium taxes if they invest specified 
amounts of assets in domestic corporations. The premium tax base is generally 
direct premiums written less returned premiums on the business within the 
taxing state. The tax rates vary by state. 
7.33 Some states require quarterly premium tax payments; however, most states 
require premium tax payments in February of the year following the year that 
the premiums were written. Insurers thus generally have substantial premium 
tax liabilities as of December 31 of each year. Rather than computing the 
liability on a state-by-state basis, most companies estimate their total pre-
mium tax payable using their historical ratio of total premium tax expense to 
total premiums written. This ratio is applied to current premiums written to 
compute the current premium taxes for the fiscal year. The total liability is 
then adjusted for prepaid premium taxes to arrive at the accrued premium tax 
liability. The company should evaluate the ratio annually because shifts in 
the concentration of the company's business from state to state and changes in 
state tax laws can significantly affect an insurer's premium tax liability. 
7.34 State Income Taxes. In addition to premium taxes of insurance compan-
ies, some states tax the net income of domestic insurers in one way or an-
other. Some also tax the net income of foreign insurers. Generally, however, 
various methods are used to avoid double taxation. The methods include (a) 
allowing the insurer to elect to be taxed on either premiums or net income, 
(b) allowing a credit on one of the tax returns for taxes paid on the other, 
and (c) exempting domestic insurers from the premium tax. 
7.35 Generally, states that tax the income in addition to or in lieu of the 
premium tax of property and liability insurance companies base the computation 
of taxable income on federal taxable income, with certain modifications. Ap-
portionment and allocation of income by multistate companies are important 
considerations when accruing for such taxes. 
7.36 Generally, the prior-year apportionment percentage is indicative of the 
current year for computing the accrual. Significant changes in the places in 
which the company does business, however, can affect apportionment and should 
be considered when testing the adequacy and reasonableness of the accrual for 
state franchise or income taxes. 
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CHAPTER 8 
SAP TO GAAP RECONCILIATION 
8.1 Since the nineteenth century, state insurance regulatory authorities have 
been developing and prescribing financial reporting practices and procedures 
in the insurance industry to assist in discharging their regulatory respon-
sibilities. Because of the legislative authority from which these accounting 
practices have evolved, they are generally referred to as statutory accounting 
practices (SAP). The National Association of Insurance Commissioners has 
codified these practices in their publication Accounting Practices and Proce-
dures Manual for Fire and Casualty Insurance Companies. A major objective of 
state regulatory authorities is the protection of policyholders. Accordingly, 
SAP is oriented towards demonstrating the solvency of insurance companies. 
Its emphasis on solvency has led to a focus on presenting the accounts of a 
company on a liquidation basis, rather than on the going-concern basis recog-
nized under generally accepted accounting principles (GAAP), and a focus on 
the balance sheet, rather than on GAAP's focus on periodic results of opera-
tions. 
8.2 For many years, the differences between GAAP and SAP were not a major 
concern. Because they are subject to extensive state regulation, insurance 
companies were specifically exempted from the registration and periodic finan-
cial reporting requirements of the Securities Acts of 1933 and 1934. Conse-
quently, many insurance companies did not prepare GAAP financial statements, 
and there was little incentive for the accounting profession to specifically 
address GAAP for insurance companies. 
8.3 In the late 1950s and early 1960s, however, several insurance companies 
sought to raise capital in the financial markets; accordingly, they were re-
quired to file registration statements with the Securities and Exchange Com-
mission (SEC). Also, several of the larger stock insurance companies sought 
to list their shares on the public stock exchanges. Under the Stock Exchange 
rules, those securities were required to be registered with the SEC, and the 
insurance companies became subject to the SEC's periodic reporting require-
ments for audited financial statements presented in conformity with GAAP. 
Accordingly, both the SEC and the accounting profession began focusing atten-
tion on the accounting practices of the insurance industry. 
DIFFERENCES BETWEEN SAP AND GAAP 
8.4 The differences between SAP and GAAP arise out of their differing empha-
sis. Although GAAP is intended to report results of operations and financial 
condition on a going-concern basis, SAP is designed to demonstrate the sol-
vency of insurance companies. Adequate statutory surplus provides protection 
to policyholders and permits a company to expand its premium writing. Accord-
ingly, SAP places a great deal of emphasis on the adequacy of statutory sur-
plus. This chapter describes the accounting treatments under SAP that differ 
from those under GAAP for major accounts and transactions of property and lia-
bility insurance companies. 
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8.5 Property and liability insurance companies generally prepare their GAAP 
financial statements by adjusting their statutory financial statements for the 
differences between SAP and GAAP methods. 
Investments 
8.6 As discussed in chapter 5, investments constitute the major portion of an 
insurance company's assets, and bonds and stocks constitute the major portion 
of its investments. Statutory practices for valuing stocks and bonds have 
several unique features. 
8.7 Bonds. Most property and liability insurance companies invest a signifi-
cant share of their portfolios in debt securities, which they generally intend 
to hold to maturity. In general, bond-carrying values are the same under SAP 
as under GAAP, that is, bonds are valued at original cost reduced by amortiza-
tion of premiums or increased by accretion for discounts, unless there has 
been a decline in market value that is deemed to be other than temporary. SAP 
differs from GAAP in the procedures for identification and valuation of those 
bonds whose values are permanently impaired. The NAIC issues an annual report 
on securities valuation, NAIC Securities Valuation, which is used by all in-
surance companies to value their portfolios. Bonds that are not in good 
standing, that is, are in default regarding principal or interest, are speci-
fically identified by the NAIC, and their year-end market values are listed in 
the report. For statutory reporting, companies holding such securities are 
required to write them down to the indicated market values through direct 
charges to statutory surplus. GAAP, on the other hand, calls for professional 
judgment, based on market value trends and economic conditions, in the iden-
tification and valuation of permanently impaired bonds. Any resulting write-
off is recorded as a charge to income. The NAIC also assigns values to pub-
licly traded bonds that may be higher or lower than quoted market values. 
8.8 In periods of increasing interest rates, the market values of insurance 
companies' fixed interest-rate bonds generally fall such that the market val-
ues of their bond portfolios are significantly below their balance sheet 
carrying values. Insurance regulators see no easy solution to this problem. 
If the concept of liquidation values were followed consistently, and the car-
rying values of bond portfolios were revised downward to market value, many 
insurance companies would be rendered technically insolvent by statutory stand-
ards. However, the actual sale of bonds in such a down market is highly un-
likely. It would be imprudent for an insurance company to incur significant 
investment losses and corresponding reductions in equity when there may not be 
compelling need to do so. Indeed, in justification of the practice of carry-
ing bonds at amortized cost, the industry cites both its demonstrated ability 
and intent to hold these investments in bonds until maturity. Thus, with ul-
timate redemption at par envisioned for most issues, investment losses in 
bonds should be negligible. 
8.9 The auditing interpretation of AU sec. 332 in the Codification of Profes-
sional Standards provides guidance in determining the carrying value of mar-
ketable securities. In addition, the SEC's Staff Accounting Bulletin No. 59 
sets forth the staff's interpretation of the phrase other than temporary as 
used in the discussion of impairment in FASB Statement No. 12. As discussed 
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in chapter 5, the SEC's staff does not believe that other than temporary 
necessarily means permanent. The bulletin states that if a decline in market 
value has occurred, management should determine whether a write-down may be 
required and unless evidence exists to support a realizable value equal to or 
greater than the carrying value of the investment, a write-down should be re-
corded. Factors that should be considered in evaluating the realizable value 
of the investment are discussed in chapter 5. 
8.10 Stocks. Except for preferred issues with mandatory redemption features, 
stocks are carried at market value with unrealized appreciation or deprecia-
tion recognized by a corresponding entry to equity. Mandatory redemption 
preferred stock is carried at cost, provided it is in good standing. For GAAP 
purposes, all investments in equity securities are carried at market values, 
except for preferred stock with mandatory redemption features. This stock is 
carried at amortized cost if the insurance company has both the ability and 
intent to hold the stock until redemption and there is no decline in market 
value other than temporary. The treatment of declines that are other than 
temporary in the value of stocks under SAP and GAAP is the same as for bonds. 
8.11 SAP does not recognize deferred taxes. Accordingly, deferred income 
taxes are not recorded in unrealized appreciation or depreciation as required 
by GAAP. 
Nonadmitted Assets 
8.12 Certain items that are recognized as assets under GAAP are required by 
SAP to be excluded from the balance sheet and are thus referred to as nonad-
mitted assets. These include nonliquid items. Examples are equipment, fur-
nishings and supplies, leasehold improvements, prepaid expenses, and agents' 
balances over ninety days due (and in certain states, federal income tax re-
coverables are nonadmitted). Such assets are generally entered in the insur-
ance company general ledger accounts for control or other purposes, but are 
excluded from the statutory balance sheet by direct charges to surplus. For 
GAAP purposes, nonadmitted assets are restored to the balance sheet, subject 
to depreciation and the usual valuation tests regarding recoverability and 
future benefit. (Chapter 1 also discusses nonadmitted assets.) 
Acquisition Costs 
8.13 For most insurance companies, except direct writers, the principal pro-
ducers of new and renewal business are agents or brokers, who receive sales 
commissions from the companies according to schedules or contractual agree-
ments. Commissions are usually paid in full at the effective dates or renewal 
dates of the related insurance contracts, and represent a major cost in the 
insurance companies' acquisition of business. There are also many other ex-
penses involved in underwriting, issuing, and servicing insurance policies. 
For example, virtually all states levy premium taxes on property and casualty 
premiums, as discussed in chapter 7. All such costs are generally included in 
the term acquisition expenses. They are charged to current operations as in-
curred under SAP because liquidity considerations are deemed more important 
under SAP than the GAAP principle of matching expenses with revenues. Under 
GAAP, acquisition costs that vary with and are primarily related to the 
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acquisition of new and renewal business are capitalized as deferred acquisi-
tion costs; these costs are then charged to earnings in proportion to premium 
revenue recognized. 
Premium Deficiencies 
8.14 SAP does not require the loss recognition test for premium deficiencies 
that is required by GAAP. (The determination of premium deficiencies is dis-
cussed in chapter 3.) 
Policyholder Dividends 
8.15 GAAP requires policyholder dividends that are undeclared as of the bal-
ance sheet date to be estimated and accrued. Under SAP, however, policy-
holder dividends are not recorded as liabilities until declared. 
Contingent Commissions 
8.16 Property and liability insurance companies sometimes compensate agents 
or brokers by contingent commissions, which are based on the profit experience 
of the policies they have sold. Under some arrangements, if the experience is 
adverse, the agent or broker may be required to return the company commissions 
previously received. Under SAP, practices vary from accrual of estimated com-
missions to cash basis accounting, while GAAP requires contingent commissions 
to be recorded on the accrual basis. 
Loss Reserves 
8.17 Both SAP and GAAP require that sufficient provision be made for all 
incurred losses that are unpaid as of the balance sheet date, including losses 
incurred but not reported. The liability is based on management's estimate of 
the ultimate cost of settling each loss. The statutes of many states, how-
ever, require minimum reserves for certain lines, called excess schedule P 
reserves, primarily bodily injury liability and workers' compensation. The 
minimum reserves are based on the company's actual loss ratio in the five 
years immediately preceding the most recent three years. The lowest ratios 
for these years, with a stipulated minimum ratio of 60 percent (65 percent for 
workers' compensation) and a maximum ratio of 75 percent, are used. The ratio 
so determined is applied to earned premium for each of the three most recent 
calendar years. The minimum reserves are then compared with the estimated 
liabilities for each of the three years, and any excess of the minimum over 
the estimates is recorded as a separate liability in the SAP statements. Any 
changes in the excess reserves are recorded by charges or credits directly to 
surplus. When GAAP financial statements are prepared, the entries are re-
versed, and the excess reserves are restored to retained earnings. 
Salvage and Subrogation 
8.18 Amounts receivable from the sale of property on which an insurer has 
paid a loss and has thus received the title are called salvage. Amounts re-
ceivable from the legal rights of the insurer to recover from third parties 
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responsible for a loss paid by the insurer under the terms of a policy are 
called subrogation. Both salvage and subrogation are considered nonadmitted 
assets under SAP. Under GAAP, however, the estimated realizable value of sal-
vage and subrogation is accrued and classified as a reduction in the liability 
for unpaid losses. 
Deferred Taxes 
8.19 Under SAP, deferred taxes arising from timing differences between statu-
tory income before taxes and taxable income are not recorded. GAAP requires 
that deferred taxes be recorded for timing differences arising from reporting 
revenues and expenses in different periods for financial statement and federal 
income tax purposes. 
SUMMARY 
8.20 The major differences between SAP and GAAP are summarized as follows: 
SAP GAAP 
Bonds are carried at promulgated 
amounts which are primarily at 
amortized cost; however, certain 
bonds are required by the NAIC 
to be carried at market. 
Common and preferred stocks are 
reflected at values published by 
the NAIC, which are generally 
based on market values. 
Sinking-fund preferred stocks 
are carried at amortized cost; 
however, certain issues are re-
quired by the NAIC to be carried 
at market. 
Stocks of subsidiaries or affili-
ates are valued on one of the 
following bases: 
o Statutory book values of the 
assets of the companies if 
held directly by the insurer 
o Net worth of the companies de-
termined in conformity with 
GAAP 
a. Bonds are carried at amortized cost 
unless permanently impaired or the 
enterprise does not have the ability 
or intent to hold the bonds until 
maturity. 
b. Common and nonredeemable preferred 
stocks are carried at market. Pre-
ferred stocks that by their terms 
must be redeemed by the issuing com-
pany are carried at amortized cost if 
the company has both the liability 
and intent to hold the stocks until 
redemption, and there is no decline 
in the market value of the stock that 
is other than temporary. 
c. Investments in unconsolidated sub-
sidiaries are generally accounted for 
on the equity method. When reporting 
on a consolidated basis, investments 
in subsidiaries are eliminated. 
o Market values if the companies 
are publicly traded 
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o Any other value that can be 
substantiated to the satisfac-
tion of the NAIC subcommittee 
o The changes in values are re-
corded as direct charges or 
credits to surplus 
Nonadmitted investments are 
recognized by a charge to sur-
plus through unrealized depreci-
ation of investment carrying 
value. 
d. Adjustments of carrying values as a 
result of permanent impairment and 
declines in market values of stocks 
that are other than temporary are 
recorded as realized losses. 
Certain assets and certain re-
ductions of liabilities are not 
recognized by the state insur-
ance departments and, accord-
ingly, are excluded from the 
balance sheet. Such assets, 
principally furniture and equip-
ment, prepaid expenses, and cer-
tain receivable balances and, 
in certain states, federal in-
come tax recoverables, are re-
ferred to as nonadmitted 
assets. 
All assets are included at cost or 
recoverable amount. 
f. Costs of acquiring policies are 
charged to expense when in-
curred (generally, at the be-
ginning of the policy period). 
g. Policyholder dividends are re-
corded as liabilities when they 
are declared. 
f. Acquisition costs that vary with and 
are primarily related to new and re-
newal business are deferred and 
amortized over the policy period. 
g. Undeclared policyholder dividends at 
the balance sheet date are estimated 
and accrued. 
h. Minimum liabilities for losses 
may be required for certain 
types of risks based on a 
statutory formula. 
Liabilities for losses are based on 
estimates of the ultimate amount of 
losses to be incurred. 
Estimated amounts of salvage 
and subrogation are generally 
not recognized by regulatory 
authorities on paid and unpaid 
losses until they have been 
received in cash. 
Estimated amounts of salvage and sub-
rogation recoverable on paid and 
unpaid losses are recorded as reduc-
tions of the liability for unpaid 
losses. 
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j. Because federal income tax re- j . Deferred federal income taxes are 
turns are filed on a statutory provided for differences arising from 
basis, no deferred federal in- reporting revenues and expenses in 
come taxes are required. different periods for financial 
statement and federal income tax 
purposes. 
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APPENDIX A 
SUMMARY OF AUDIT RISK FACTORS 
Premium Cycle 
o Premiums 
- P r i n c i p a l l i n e s of bus iness w r i t t e n (p roper ty or l i a b i l i t y , commercial 
or pe r sona l , and so on) 
- Geographic, product or o ther concen t ra t ions 
- Rate-making environment and p o l i c i e s or p r a c t i c e s 
- Changes in product mix or emphasis 
- Extent of r e t r o s p e c t i v e l y r a t ed or repor t ing-form bus iness and the 
e s t i m a b i l i t y and t i m e l i n e s s of r e t r o s p e c t i v e revenue or expense de -
t e rmina t ions 
- Unusual, e r r a t i c , or s u b s t a n t i a l changes in premiums in force 
- P r o p r i e t y of premium revenue- recogni t ion methods used 
o Receivables 
- Suspense-account a c t i v i t y and condi t ion ( fo r example, l a r g e or old un-
c lea red items or numerous ou ts tanding deb i t and c r e d i t i tems) 
- Agent s ta tement terms and financing arrangements ( for example, ex-
tended c r e d i t t e rms , expense supplements, loans and p r o f i t - s h a r i n g 
arrangements) 
- Agency concen t r a t i on ( for example, s i g n i f i c a n t volume from l imi ted 
numbers of agents) 
- Agency p r o f i t a b i l i t y ( fo r example, d e r i v a t i o n of s u b s t a n t i a l u n p r o f i t -
ab le bus ines s from p a r t i c u l a r agents) 
- Nonadmitted a s se t t r ends ( for example, s i z e a b l e past due or uncleared 
ba lances) 
- Commission arrangements ( for example, cont ingent commissions, or un-
usual commission s t r u c t u r e s t h a t may encourage agent fraud) 
- Agent-binding a u t h o r i t i e s , to accept underwri t ing r i s k s or s e t t l e 
claims without p r i o r approval 
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- Agent commingling of i n s u r e r / i n s u r e d funds c o l l e c t e d in a f i duc i a ry 
c a p a c i t y ( fo r example, use of t h i r d - p a r t y funds for opera t ing or pe r -
sonal purposes) 
- Reasonableness of e s t ima tes for earned but unb i l l ed premiums 
- Adequacy of premium ins t a l lmen t payments to provide s u f f i c i e n t p ro-
t e c t i o n in the event of po l i cy c a n c e l l a t i o n 
o Deferred p o l i c y - a c q u i s i t i o n c o s t s 
- Nature of c o s t s de f e r r ed , p a r t i c u l a r l y those which vary i n d i r e c t l y 
with new bus iness w r i t t e n 
- Frequency and adequacy of r e c o v e r a b i l i t y (premium def ic iency) t e s t s , 
p a r t i c u l a r l y regarding l i n e of bus iness groupings and es t imated l o s s -
r a t i o p ro j ec t i ons 
o Reinsurance 
- Changes in r i s k - r e t e n t i o n l e v e l s , inc luding c a t a s t r o p h i c l o s s cover -
age 
- F inanc ia l r e s p o n s i b i l i t y , and s t a b i l i t y of ceding or assuming r e i n -
s u r e r s , i n t e r m e d i a r i e s , " f ron t i ng" companies, pools and s y n d i c a t e s , 
and so on 
- R e l i a b i l i t y , adequacy, and t ime l ines s of f inanc ia l r e p o r t i n g , p a r t i c u -
l a r l y in the case of r e insurance assumed 
- Business purpose of the r e insu rance t r a n s a c t i o n and i t s e f f ec t on the 
accounting t rea tment 
Claims Cycle 
o Indica ted loss-development t rends and exper ience , such as c o n s i s t e n t 
evidence of r e se rve d e f i c i e n c i e s or redundancies 
o Indica ted l o s s - r a t i o t r e n d s , inc luding the comparab i l i ty of such t rends 
with indus t ry da ta 
o Changes in l o s s e s t ima t ion methods or assumptions 
o Adequacy of and changes in case r e se rv ing p r a c t i c e s 
o Changes in underwri t ing or claim se t t l ement p r a c t i c e s , p a r t i c u l a r l y 
those which may i n v a l i d a t e past exper ience 
o Adequacy, t i m e l i n e s s and r e l i a b i l i t y of s t a t i s t i c a l da ta used in the 
r e se rv ing process and in monitoring lo s s development 
o Level of a c t u a r i a l or equiva len t e x p e r t i s e 
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o Loss frequency and s e v e r i t y t r e n d s , p a r t i c u l a r l y in changing economic or 
s o c i a l environments 
o Legal , s o c i a l and economic t rends t h a t poss ib ly a f fec t claim se t t l ement 
expec ta t ions ( for example, claims-made p o l i c i e s ) 
o Exis tence of po l icyho lder claims for e x t r a - c o n t r a c t e d damage because of 
a l l eged improp r i e t i e s in claim se t t l ement p r a c t i c e s ( for example, bad-
f a i t h claims) 
Investment Cycle 
o Investment concen t r a t ion ( for example, by i s s u e r , i n d u s t r y , or o t h e r -
wise) 
o Investment l i q u i d i t y ( fo r example, investments with terms and m a t u r i t i e s 
not balanced to meet po l icy claim o b l i g a t i o n s ) 
o Investment v a l u a t i o n ( for example, improper or inadequate v a l u a t i o n 
methods or documentation and i n d i c a t i o n s of p o t e n t i a l or l i k e l y perma-
nent impairment) 
o Investment y ie ld t rends ( t h a t i s , the ind ica ted a b i l i t y to manage the 
investment p o r t f o l i o a t maximum y i e l d s commensurate with prudent r i s k 
c o n s i d e r a t i o n s ) 
o Investment po l i cy ( for example, undue emphasis in s p e c u l a t i v e or h igh-
r i s k investment v e h i c l e s ) 
o Investment r e s t r i c t i o n s ( t h a t i s , degree of compliance with r egu l a to ry 
or self- imposed r e s t r i c t i o n s ) 
Other 
o Adequacy of premium and claim cut-off procedures at interim and annual 
reporting dates 
o Accuracy and thoroughness of statistical coding system used for under-
writing (premium, loss, and expense) analysis 
o Timeliness and adequacy of reconciliation procedures, particularly in 
balancing accounting and statistical records, including loss development 
data 
o Industry experience of principal officers and employees 
o Statutory compliance and solvency 
o Existence and extent of related party transactions 
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APPENDIX B 
ILLUSTRATIONS OF INTERNAL ACCOUNTING 
CONTROL OBJECTIVES AND PROCEDURES 
EXHIBIT Bl 
PREMIUM CYCLE* 
Reliability of Financial Records 
Examples of Selected Control 
Specific Objectives Procedures and Techniques 
o All policies are properly o Policies are recorded on a timely basis in 
recorded at issuance. the detail policy records, and records are 
reviewed for recording of all policy num-
bers. 
o Guidelines are established for coding poli-
cies, and coding is reviewed for accuracy. 
o Input, output, and data center controls are 
maintained to ensure that all changes to 
detail policy records are processed prop-
erly. 
* 
The purpose of the illustrations here is to present an approach to the audi-
tor's study and evaluation of internal accounting control. The illustrations 
are not intended to be all-inclusive or to suggest that specific objectives or 
internal control procedures and techniques should be adopted. Some of the 
objectives may not be relevant to a particular company because of the nature 
of its operations or the absence of certain types of transactions. The ab-
sence of one or more of the illustrative internal control procedures does not 
necessarily indicate a weakness in internal control. 
The illustrations are arranged by the broad objectives of reliability of fi-
nancial records and safeguarding of assets. These classifications may be 
useful in the evaluation process, but the classifications are of secondary 
importance. Some specific objectives may serve to achieve more than one broad 
objective, and duplications in the illustrative objectives have been avoided. 
Many of the illustrative procedures and techniques are premised on the exist-
ence of certain essential characteristics of internal accounting control. 
Examples are authorization of transactions, segregation of duties, documenta-
tion, training, supervision and review, and timeliness of procedures. To 
avoid repetition, these characteristics have not been emphasized in the il-
lustrations. 
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EXHIBIT Bl (cont.) 
o All premiums are recorded in 
the proper amount and proper 
period on a timely basis. 
o Risks covered by reinsurance agreements are 
identified, properly designated, recorded 
in the premium billing and in force files, 
and reported to the assuming company. 
o Premium register is balanced periodically 
to update premiums in force. 
o Premiums written are recorded in the gen-
eral ledger and are reconciled periodically 
to premiums entered in statistical records 
and the premium register. 
o Return premiums are reviewed for reason-
ableness by comparison to original premi-
ums . 
o For reporting form policies, regular audits 
are performed on information that has been 
supplied by policyholders. Missing data 
and other discrepancies are investigated. 
o Open items are followed up and fixed items 
are set for cancellation of policies for 
nonpayment of premiums that are directly 
billed to the insured. 
o Agents' balances are properly o Amounts included in commission calculations 
recorded. are reconciled to premiums written. 
o Detailed agents' accounts are reconciled to 
the general ledger. 
o Acquisition costs are properly o Deferrable costs are properly capitalized 
identified and recorded by and amortized. 
1ine. 
o Amortization of deferred costs is compared 
for consistency with premium recognition. 
Safeguarding of Assets 
o Policy issuance is properly 
authorized. 
o Unissued policy forms are physically con-
trolled. 
o Company policies on underwriting, reten-
tion, and classification of risks are in 
writing and are communicated to agents. 
o Policy applications are properly regis-
tered. 
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EXHIBIT Bl (cont.) 
o Risks, premium rates, installments, and 
other policy terms are approved by the 
underwriting department. 
o Daily reports are reviewed for completion 
of underwriting and credit approvals. 
o Risks are reviewed to determine need for 
reinsurance. 
o Agents' balances are received 
or paid on a timely basis. 
o Commission arrangements are authorized and 
commission calculations are reviewed. 
o Returns of premiums are reviewed for 
chargeback of agents' commissions. 
o Agents' accounts are periodically recon-
ciled to company records and differences 
are investigated. 
o Policy cancellations for nonpayment of pre-
miums are followed up by the agent. 
o Agents' balances are periodically aged in 
conformity with statutory requirements. 
o Delinquent accounts are investigated, and 
writeoffs of bad debts and unreconciled 
items are approved. 
o Policyholder dividends and 
premium adjustments are 
approved. 
o Advances to agents are approved in accord-
ance with company procedures. 
o Statements of transactions and balances are 
periodically sent to agents. 
o Policy endorsements and cancellations or 
other changes are approved; determinations 
of additional or return premiums are also 
reviewed. 
o Policyholder dividends, retrospective pre-
miums, and experience-rated premiums are 
reviewed and approved. 
o Premium adjustments are compared with 
policy provisions and dividends are com-
pared with dividend declaration for com-
pliance. 
o Premium and loss data underlying calcula-
tions are reconciled to the records and 
calculations are reviewed and approved. 
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EXHIBIT B2 
CLAIMS CYCLE* 
Reliability of Financial Records 
Specific Objectives 
Examples of Selected Control 
Procedures and Techniques 
o Reported claims are properly 
processed on a timely basis. 
o Claims and s t a t i s t i c a l da ta 
used for l o s s - r e s e r v e de-
velopment are proper ly 
r ecorded . 
o Loss reserves are adequate. 
o Procedures are in effect to ensure that 
claims and related information are promptly 
reported to the claims department. 
o Prenumbered claim files are used or se-
quential claim numbers are assigned. 
o Claim files are assigned to claims adjuster 
or examiner in accordance with company 
policy. 
o Initial entry of claims data is appropri-
ately controlled. 
o Appropriate controls of input, output and 
other data are maintained to ensure that 
all claims are processed. 
o Detail control records are maintained for 
all reported claims. 
o Statistical data are periodically recon-
ciled to detail records. 
o Outstanding loss reserves are balanced to 
monthly claims activity. 
o For case basis reserves, open claim files, 
including previous estimates of unpaid 
claims, are regularly reviewed and analyzed 
for adequacy of reserves in light of cur-
rent information. 
o Appropriate officials regularly develop and 
analyze reserves for each line of business 
by accident year or by other appropriate 
basis. Development and analysis includes 
IBNR claims, claims adjustment expenses, 
and reserves on reinsurance assumed. 
See footnote on page 82. 
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* 
o Reinsurance assumed and ceded 
is properly recorded. 
o Claim payments are reviewed 
and approved by authorized 
officials. 
EXHIBIT B2 (cont.) 
o Factors and assumptions used in estimating 
loss reserves are documented and periodi-
cally reviewed for reasonableness. 
o Inventory of unpaid claims files is peri-
odically reconciled to master file for 
errors or omissions. 
o Changes in outstanding loss reserves are 
promptly reviewed and recorded. 
o Current information is maintained on the 
status of assumed and ceded reinsurance 
contracts. 
o For facultative reinsurance, reported 
claims are reviewed for notification of the 
reinsurer. 
o For treaty reinsurance, estimates of rein-
surance recoverable are recorded on a rein-
surance bordereau, which is forwarded to 
the reinsurer in accordance with contract 
terms. 
o Company policies and laws and regulations 
regarding claim payments are communicated 
in writing to appropriate personnel. 
o Maximum limits are established for various 
types of claim payments. 
o Authorized check and draft signers are 
designated. 
o Claims are checked against daily reports 
for existence of coverage. 
o Claims are assigned to adjusters or examin-
ers in accordance with company policy. 
o Proper documentation and proof of loss are 
obtained before payment. 
o Underwriting department is promptly noti-
fied of claims. 
o Salvage and subrogation are noted in claim 
files and are followed up. 
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EXHIBIT B2 (cont.) 
o Release from further liability is obtained 
from the insured at final settlement. 
o Supporting data for claims and compliance 
with company policies are reviewed before 
approval of claim payment. 
o Large or unusual claims are reviewed by ap-
propriate officials. 
o Claim files are reviewed for propriety of 
closing before forwarding closed files. 
o Reinsurance recoveries are o Claims are reviewed for applicability of 
identified and promptly re- reinsurance and the reinsurers are promptly 
ceived. notified. 
o Reinsurers are promptly billed as claims 
are paid. 
o Paid claims are accumulated for recoveries 
under excess contracts. 
o Reinsurance recoverable is regularly recon-
ciled to detailed records. 
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EXHIBIT B3 
Specific Objectives 
INVESTMENT CYCLE' 
Reliability of Financial Records 
Examples of Selected Control 
Procedures and Techniques 
o Investment transactions are o Authorized lists of signatures, brokers, 
recorded at the proper amounts and so forth are maintained. 
and in the proper periods on a 
timely basis. o Buy and sell orders to brokers are compared 
to brokers' advices. 
o Batch balancing, logging, and cash totals 
are used to provide assurance that all pur-
chases and sales have been posted to master 
files properly. 
o Market prices for purchases and sales are 
compared with independent sources. 
o Transactions settled after year-end are 
reviewed for recording in the period of 
trade date. 
o Investment income and expenses 
are recorded at the proper 
amount and in the proper 
period on a timely basis. 
o Interest and dividends are reviewed for 
accuracy by reference to reliable sources. 
o Brokers' commissions and fees are reviewed 
for reasonableness. 
o Income amounts are compared to cash re-
ceipts records and are reconciled to the 
bond and stock master listings. 
o Realized capital gains and losses are 
properly recorded and classified. They 
are then submitted on a timely basis to 
the tax department. 
o Interest and dividends due but not re-
ceived are reconciled to estimated and 
paid income lists. 
*See footnote on page 82. 
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EXHIBIT B3 (cont.) 
o Investments are properly 
valued for financial report-
ing purposes. 
o Securities for which there is no active 
market are monitored for valuation at cost 
and are written down to market value when 
required. 
o Investment criteria and ob-
jectives are authorized and 
investment strategies are 
executed in accordance with 
formal authorizations. 
o Interim securities valuations are obtained 
from outside brokers. 
o Valuations for statutory reporting pur-
poses are reviewed for conformity with 
NAIC published values. 
o unrealized gains and losses are substanti-
ated by reconciliation with prior values. 
o Adjustment of investment accounts are re-
viewed and approved by an authorized 
official. 
o Written policy statements detailing in-
vestment guidelines and limitations are 
prepared by designated levels of manage-
ment . 
o Potential investment transactions are re-
viewed by an investment advisory committee 
and approved by a finance committee. 
o Questions regarding compliance with regu-
latory restrictions are referred to the 
legal department before transactions are 
executed. 
o Investment assets are pro-
tected from loss or misap-
propriation. 
o Custodial function is independent of in-
vestment and accounting functions and 
provides security commensurate with the 
risks involved. 
o Securities and evidence of ownership held 
by the company are kept in vault with ac-
cess limited to authorized personnel. 
o Reports and confirmations of securities 
held by outside custodians are reconciled 
to company records. 
o Financial responsibility and capability of 
outside custodians are periodically re-
viewed. 
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EXHIBIT B3 ( c o n t . ) 
o Recorded amounts of investments a re p e r i -
o d i c a l l y compared to safekeeping ledgers 
and to cu r r en t market v a l u e s . 
o Wri t ten-of f investments a re reviewed for 
p o s s i b l e r e s t o r a t i o n in v a l u e . 
o Back-up records a re maintained and s tored 
in a secure o f f - s i t e a r e a . 
o S e c u r i t i e s and o ther evidence of ownership 
a re made out in the name of the company. 
o Insurance and f i d e l i t y bonds a re main-
t a i n e d . 
90 
APPENDIX C 
ILLUSTRATIONS OF AUDITING OBJECTIVES AND PROCEDURES 
EXHIBIT C1 
Most of the independent auditor's work in forming his opinion on financial 
statements consists of obtaining and evaluating evidential matter regarding 
management's assertions in financial statements. Assertions are representa-
tions by management that are embodied in financial statement components. 
They can be either explicit or implicit and can be classified according to 
the following broad categories: 
o Existence of occurrence—that is, whether the amounts exist at the 
balance sheet date and whether recorded transactions have occurred dur-
ing the period. 
o Completeness—that is, whether all transactions and accounts that should 
be presented in the financial statements are included. 
o Rights and obligations—that is, whether assets are the rights of the 
company and liabilities are obligations of the company at the balance-
sheet date. 
o Valuation and allocation—that is, whether asset, liability, revenue, and 
expense items have been included in the financial statements at appro-
priate amounts. 
o Presentation and disclosure—that is, whether items in the financial 
statements are properly classified, described, and disclosed. 
There is not necessarily a one-to-one relationship between audit objectives 
and procedures. Some procedures may relate to more than one objective. On 
the other hand, a combination of procedures may be needed to achieve a single 
objective. 
In selecting particular substantive tests to achieve the audit objectives that 
the auditor has developed, the auditor considers (a) the extent of reliance, 
if any, to be placed on internal accounting controls, (b) the relative risk of 
errors or irregularities that would be material to financial statements, and 
(c) the expected effectiveness and efficiency of tests. These considerations 
include the nature of materiality of the items being tested, the kinds and 
competence of available evidential matter, and the nature of the audit objec-
tive to be achieved. Because of the large volume of transactions in the pre-
mium and claims cycle, audit sampling techniques—either statistical or non-
statistical—are often employed in applying certain tests. 
The nature, timing, and extent of the procedures to be applied on a particular 
engagement are matters of professional judgment to be determined by the 
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EXHIBIT C1 (cont.) 
Audit Objectives 
92 
Examples of Auditing Procedures 
Existence 
o Determine for proper issuance by— 
1. Checking policy file for signed appli-
cation and underwriting approval. 
2. Tracing to master file data such as 
policy number, name, effective date, 
type of policy, coverage limits, pre-
mium, payment mode, and agent. 
3. Comparing premiums to cash receipts 
records. 
o Check daily reports for underwriting ap-
proval, calculation of premiums and com-
missions, and proper recording of premium 
payments. 
o Reconcile premiums and commissions to 
agents' reports. 
o Trace selected premium transactions to 
premium register to check that policy 
terms, lines of business, and premium 
amounts have been properly recorded. 
o Reconcile monthly summary of premiums 
written—direct, assumed, and ceded—and 
related commissions with general ledger. 
o Premiums, commissions, and 
revenue and expense amounts 
recorded must relate to 
policies issued or in force 
during the period. 
auditor based on the specific circumstances. However, the procedures adopted 
should be adequate to achieve the audit objectives developed by the auditor, 
and the evidential matter obtained should be sufficient for the auditor to 
form conclusions concerning the validity of the individual assertions embodied 
in the components of the financial statements. The combination of the audi-
tor's reliance on internal accounting controls and on selected substantive 
tests should provide a reasonable basis for his opinion. 
PREMIUM CYCLE 
EXHIBIT C1 (cont.) 
o Premium amounts include pre-
miums from all policies and 
are accurately compiled. 
o Agents' balances include all 
amounts due to or from agents 
as of balance sheet date. 
Completeness 
o Determine that premiums are recorded as 
described above. 
o Evaluate control over policy forms and 
policy issuance by— 
1. Determining that policies supplied to 
agents are promptly entered on policy 
control records. 
2. Examining policy numbers issued and 
testing procedures for investigation of 
missing numbers. 
3. Reconciling policy allotment register 
to underwriting reports of new busi-
ness. 
4. Determining whether daily reports are 
recorded before filing. 
o Check calculation of premiums to premium 
rate tables. 
o Compare ratios of commissions to premiums 
written with ratios of prior years and in-
vestigate significant fluctuations. 
o Determine that premiums and commissions 
are recorded as described above. 
o Determine that agents submitting applica-
tions are licensed and examine agency 
agreements. 
o Trace selected commission rates to commis-
sion schedules. 
Rights and Obligations 
o Return premiums, policyholder 
dividends, and retroactive 
premium adjustments are 
properly recorded. 
o Determine the propriety of return premiums 
by examining evidence of cancellation on 
policy face and by ascertaining adherence 
to company policy regarding cancellation 
method. 
o Determine that policyholder dividends com-
ply with authorization and reconcile 
amounts with underlying policy records. 
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EXHIBIT C1 (cont.) 
o Examine transactions on periodic reporting 
policies to determine that periodic re-
ports are received according to terms of 
policies, audits required by policies are 
performed, and premium deposits and addi-
tional or return premiums are properly 
calculated and recorded. 
o Examine premiums recorded for retro-
spectively rated policies to determine 
whether company procedures and policy 
terms have been followed in determining 
premiums and whether claims data have been 
included in the calculations. 
o Reinsured policies are prop-
erly identified and premiums 
on ceded reinsurance are prop-
erly recorded and reported to 
assuming companies. 
o Determine whether risks in excess of re-
jection amounts are reinsured. 
o Test computation of reinsurance premiums 
and commissions; trace to reinsurance 
records. 
o Trace information from premium records to 
reports sent to reinsurers. 
o Determine the propriety of reinsurance 
balances payable by reference to reinsur-
ance agreements and policy records. 
Valuation or Allocation 
o Premium revenues and unearned 
premium reserve are recorded 
in the proper amounts. 
o Inquire about method for recognizing pre-
mium revenue and determining unearned pre-
mium reserve; check consistency of its 
application with prior years. 
o Examine recording of unearned premium 
reserves by reconciling additions and de-
letions in force for selected periods back 
to original documentation and by checking 
calculation of unearned premiums. 
o Determine that the unearned premium 
reserves are correctly reduced for ceded 
insurance. 
o Uncollectible agents' balances 
are identified and accounted 
for. 
Compare aged trial balance of agents' bal-
ances with similar trial balances of 
previous periods and investigate signifi-
cant fluctuations. 
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EXHIBIT C1 (cont.) 
95 
o Acquisition costs are properly 
capitalized and amortized. 
o Determine collectibility by examining sub-
sequent collections or by examining his-
tory of receipts. 
o Evaluate the adequacy of the allowance for 
doubtful accounts, including suspense 
items. 
o Determine that agents' balances considered 
to be nonadmitted assets were properly ex-
cluded from the statutory statements and 
included in the GAAP statements only to 
the extent deemed collectible. 
o Examine documentation of procedures relat-
ing to recording of acquisition costs. 
o Examine the support for deferred acquisi-
tion costs. 
o Determine that acquisition costs are being 
properly capitalized and amortized on a 
consistent basis. Also determine that the 
balance at year-end can be reasonably ex-
pected to be recovered. 
EXHIBIT C2 
CLAIMS CYCLE 
Audit Objectives Examples of Auditing Procedures 
Existence of Occurrence 
o Paid claims relate to trans-
actions during the period and 
unpaid claims are recorded as 
of the balance sheet date. 
o For selected paid claims, examine docu-
mentation of loss payments for approval and 
examine cancelled checks or drafts for 
proof of payments. 
o Examine documentation of selected paid 
claims supporting relevant accounting and 
statistical data such as amounts, incurred 
dates, and coding. 
o For selected unpaid claims (case basis 
files) , examine documentation supporting 
relevant accounting data (such as amounts 
of reserves shown in the outstanding 
claims listing). 
o Consider confirming on a test basis pay-
ments to insureds or third parties and sal-
vage and subrogation records. 
Completeness 
o Records include all claims 
paid during the period and 
all reported claims unpaid 
as of the balance sheet date. 
o Reconcile paid claims to the general ledger 
and appropriate subsidiary ledger and sta-
tistical records. 
o Select open claims (including reopened 
claims) from the files and determine that 
they are properly accounted for on the out-
standing claims listing. 
o Reconcile unpaid claims (case basis) to the 
general ledger and appropriate subsidiary 
ledger and statistical records. Reconcile 
unpaid claim files to inventory. 
o Determine whether claim processing cutoff 
at balance sheet date was proper and con-
sistent with prior year. 
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EXHIBIT C2 (cont.) 
o From paid loss transactions and the trial 
balance or master file of outstanding 
claims, test accumulation of data and bal-
ances by line of business and by accident 
or exposure period. 
o For selected claim files closed without 
payment, determine that they have been 
properly closed. 
Rights and Obligations 
o Reserves and related balances 
under reinsurance assumed are 
properly recorded. 
o Reinsurance recoverable on 
paid losses is properly re-
corded. 
o Reinsurance recoverable on 
unpaid losses is properly 
recorded. 
o Review abstracts of significant reinsurance 
agreements. 
o Trace relevant accounting data to reports 
provided by ceding companies. 
o For significant treaties or groupings of 
treaties, obtain or prepare a loss develop-
ment. 
o Evaluate whether IBNR reserve includes ade-
quate provision for IBNR claims under rein-
surance agreements. 
o Reconcile summary of reinsurance recover-
able to general ledger. 
o Request confirmation of selected balances 
with reinsurers. 
o Evaluate whether loss reserves have been 
properly reduced for reinsurance contracts. 
o Trace relevant accounting data to reports 
provided to assuming companies. 
o Read schedule F of the annual statement and 
investigate significant or unusual items. 
o Liability for outstanding 
drafts is properly recorded. 
o Obtain a list of the unpaid drafts account 
as of the balance sheet date and reconcile 
to general ledger. 
o Trace duplicate of selected unpaid draft 
payments subsequent to balance sheet date 
back to list. 
o On a test basis, trace draft payments sub-
sequent to balance sheet date back to list. 
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EXHIBIT C2 (cont.) 
o Agree prepaid drafts to paid drafts on a 
test basis, and test unpaid claims to list, 
o Review supporting documents for material 
drafts that have been outstanding for an 
unreasonable length of time. 
Valuation or Allocation 
o Paid losses and related ac-
counts are recorded in the 
proper amounts. 
o Test posting of losses paid, loss-
adjustment expenses paid, and reinsurance 
recoverable for claims selected from claim 
register; reconcile to subsidiary registers 
and statistical records. 
o Reconcile the total amount of paid losses 
to cash disbursement records. 
o Estimates of loss reserves 
are reasonable. 
o Test loss-reserve development by line of 
business. 
o Perform analytical reviews of losses in-
curred, losses paid, loss reserves, and 
loss ratios by line of business. 
o Read current reports of state insurance ex-
aminers and loss developments prepared for 
the annual statements, schedule 0 and 
schedule P, and investigate significant 
items. 
o Ascertain the company's method of determin-
ing the reserve for IBNR losses and evalu-
ate its reasonableness. 
o Compare current IBNR reserve against claims 
reported in subsequent period and investi-
gate significant fluctuations. 
o Compare company's IBNR loss reserve devel-
opment for prior periods with actual re-
sults and investigate causes of significant 
discrepancies. 
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EXHIBIT C3 
INVESTMENT CYCLE 
Audit Object ives Examples of Auditing Procedures 
Exis tence 
o Securities and investment 
assets included in the bal-
ance sheet physically exist. 
o Inspect and count the securities held on 
the client's premises as of the date that 
the securities amounts are reconciled to 
the general ledger control accounts. 
o Obtain confirmations from the custodians of 
securities held of the client. Compare the 
confirmed lists with the trial balance and 
investigate discrepancies. 
o Obtain confirmations that securities pur-
chased under repurchase agreements but not 
delivered are being held by the sellers or 
the sellers' custodian on the company's 
behalf. 
o Confirm with brokers the status of securi-
ties in transit. 
o Compare the face amounts or number of 
shares and the cost of investments recorded 
in the investment ledger with forms and 
documents created at the time of purchase. 
Examine forms and documents for proper com-
pletion and authorization. 
o Obtain and read custodial agreements and 
available reports regarding the adequacy of 
the custodians' internal controls and fi-
nancial stability. 
Completeness 
o Investment assets include all 
investments of the company. 
o Inspect and count securities held by the 
client. Obtain confirmation from custodian 
of securities held for the account of the 
client. 
o Investment amounts include 
all transactions during the 
period. 
o Read finance committee minutes and deter-
mine whether investment transactions have 
been properly authorized. 
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EXHIBIT C3 (cont.) 
o Investment records are prop-
erly compiled and totals are 
properly included in the in-
vestment accounts. 
o Determine that only securities dealers ap-
proved by the finance committee are used. 
o Compare realized gains and losses during 
the period with those of the preceding 
period; investigate significant fluctua-
tions . 
o Compare investment yields during the period 
with expected yields based on previous re-
sults and current market trends; investi-
gate significant discrepancies. 
o Examine transactions settled after the end 
of the period for recording in the periods 
of the trade date. 
o Examine input and output data and balances 
in individual investment accounts to deter-
mine that transactions are properly re-
corded. 
o Compare investment totals to the client's 
reconciliation of the investment ledger to 
the general ledger control accounts. In-
vestigate significant discrepancies and any 
large or unusual reconciling items. 
Rights and Obligations 
o The company has legal title 
or similar rights of owner-
ship. 
o Review legal department compliance records 
regarding statutory requirements and limi-
tations. 
o Examine securities to determine whether 
they are registered or payable to the com-
pany, an authorized nominee, or the bearer. 
o Examine bonds to determine whether interest 
coupons due after the count date are at-
tached. 
Valuation or Allocation 
o Investments are recorded at 
their proper amount. 
o Compare recorded costs of investments to 
published market quotations at trade date. 
Consider reasonableness of commission 
rates, taxes, and the like. 
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EXHIBIT C3 (cont.) 
o Investment income and losses 
are recorded in the proper 
amounts. 
o Compare recorded market values of invest-
ments to published market quotations at the 
end of the period. 
o Examine summaries of interest, dividend, 
and principal payments for indications of 
security value impairment. 
o Examine past-due bonds and notes for en-
dorsements or evidence of reductions in 
principal through receipt of partial pay-
ments . 
o Test determination of interest earned, ac-
crued interest receivable, and amortization 
of discount or premium. 
o Test dividend income by reference to pub-
lished dividend records. 
o Test computations of realized gains and 
losses by appropriate cost method. 
o Obtain financial reports of joint ventures 
or managed real estate and compare reported 
amounts of dividends, net rentals, and the 
like to the records. 
o Review purchases and sales for indications 
of possible wash sales for tax purposes. 
Presentation and Disclosure 
o Investments are properly 
classified and disclosed. 
o Determine that disclosures comply with 
GAAP. 
o Inquire about pledging, assignment, or 
other restrictions. 
o Read finance committee minutes, 
o Examine loan agreements. 
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APPENDIX D 
ILLUSTRATIVE FINANCIAL STATEMENTS AND DISCLOSURES 
INTRODUCTION 
1. This chapter illustrates financial statements and accompanying disclos-
ures of a property and liability insurance company that are intended to be pre-
sented in conformity with generally accepted accounting principles. The format 
presented and the wording of the accompanying notes are only illustrative and 
are not necessarily the only possible presentations. 
2. Article 7 of SEC regulation S-X prescribes the form and content of fi-
nancial statements of insurance companies required to file with the SEC. Also, 
Financial Reporting Release No. 20 issued by the SEC requires property and lia-
bility insurance companies to disclose in financial statements filed with the 
SEC certain information concerning reserves for unpaid claims and claim adjust-
ment expenses. 
3. The illustrative footnotes are not intended to be exhaustive. Addi-
tional disclosures would be required for pension plans, stock options, lease 
commitments, extraordinary items, accounting changes, and other items. Addi-
tional notes would also be required for SEC filings (for example, details with 
respect to deferred policy acquisition costs). In addition, certain supple-
mentary information is required to be presented by management with respect to 
quarterly financial data and changing prices. 
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EXHIBIT Dl 
THE PROPERTY AND LIABILITY INSURANCE COMPANY AND SUBSIDIARIES 
C o n s o l i d a t e d Ba lance S h e e t s 
December 3 1 , 19X2 and 19X1 
( D o l l a r s i n t h o u s a n d s ) 
19X2 19X1 
ASSETS 
I n v e s t m e n t s ( n o t e s 1 and 2 ) : 
F i x e d m a t u r i t i e s , p r i n c i p a l l y a t a m o r t i z e d c o s t 
( r e l a t e d marke t v a l u e , 1 9 X 2 - $ 1 , 2 2 3 , 3 3 9 ; 
19X1-$1 ,216 ,485) $ 1 , 0 7 7 , 7 3 5 $ 1 , 0 2 3 , 0 9 8 
E q u i t y s e c u r i t i e s , a t m a r k e t ( r e l a t e d c o s t , 
19X2-$81 ,834 ; 19Xl -$93 ,937) 90 ,544 102 ,771 
Mor tgage l o a n s on r e a l e s t a t e ( l e s s a l l o w a n c e for 
p o s s i b l e l o s s e s , 19X2-$2 ,300 ; 19Xl -$2 ,070) 4 7 2 , 5 0 9 398 ,426 
Rea l e s t a t e , n e t of a c c u m u l a t e d d e p r e c i a t i o n 
( 1 9 X 2 - $ 1 2 , 9 2 1 ; 19X1-$12,774) and l e s s a l l o w a n c e 
fo r p o s s i b l e l o s s e s ( 1 9 X 2 - $ 1 , 1 7 3 ; 1 9 X l - $ l , 1 5 0 ) 3 1 , 9 0 5 3 0 , 0 2 8 
S h o r t - t e r m i n v e s t m e n t s , a t c o s t which a p p r o x i m a t e s 
m a r k e t v a l u e 130,070 109 ,105 
T o t a l i n v e s t m e n t s 1 ,802 ,763 1 ,663 ,428 
Cash 2 7 , 6 7 1 28 ,357 
Accrued i n t e r e s t and d i v i d e n d s 3 1 , 3 5 8 2 7 , 5 6 8 
Premium and a g e n t s ' b a l a n c e s 76 ,640 74 ,951 
R e i n s u r a n c e r e c o v e r a b l e on p a i d l o s s e s 2 7 , 9 0 8 2 4 , 4 6 1 
D e f e r r e d p o l i c y a c q u i s i t i o n c o s t s ( n o t e 1) 168 ,974 154 ,941 
P r o p e r t y and e q u i p m e n t , a t c o s t , l e s s a c c u m u l a t e d 
d e p r e c i a t i o n of $17 ,837 i n 19X2 and $15 ,404 
i n 19X1 ( n o t e 1) 3 4 , 4 4 3 2 7 , 9 3 8 
O t h e r a s s e t s 128,577 107 ,378 
TOTAL ASSETS $ 2 , 2 9 8 , 3 3 4 $ 2 , 1 0 9 , 0 2 2 
See accompanying n o t e s t o c o n s o l i d a t e d f i n a n c i a l s t a t e m e n t s . 
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EXHIBIT Dl (cont.) 
(Dollars in thousands) 
19X2 19X1 
LIABILITIES 
Losses and loss adjustment expenses $1,183,343 $1,030,345 
Unearned premiums 493,833 482,619 
Dividends to policyholders 3,087 4,042 
Reinsurance funds held and balances payable 15,727 35,584 
Accrued expenses 85,780 82,608 
Income taxes payable (note 4) 
Current 14,991 12,805 
Deferred 33,328 35,446 
Other liabilities 56,105 43,782 
Total liabilities 1,886,194 1,727,231 
SHAREHOLDERS' EQUITY (note 6) 
Common stock ($5 par value, authorized -11,500 shares; 
issued -2,500 shares, including 200 shares in 
treasury in 19X2 and 19X1) 12,500 12,500 
Additional paid-in capital 22,500 22,500 
Retained earnings (notes 4 and 5) 375,674 345,240 
Unrealized appreciation of equity securities, less 
applicable deferred taxes (note 2) 
5,966 6,051 
Less treasury stock, at cost (4,500) (4,500) 
Total shareholders' equity 412,140 381,791 
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY $2,298,334 $2,109,022 
See accompanying notes to consolidated financial statements. 
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EXHIBIT D2 
THE PROPERTY AND LIABILITY INSURANCE COMPANY AND SUBSIDIARIES 
Consolidated Statements of Income 
For the Years Ended December 31, 19X2 and 19X1 
(Dollars in thousands, except per share amounts) 
19X2 19X1 
REVENUES 
Premiums earned (notes 1 and 3) 
Investment income net of related expenses of 
$8,814 in 19X2 and $7,036 in 19X1 (note 1) 
Other 
Total revenues 
EXPENSES 
Losses and loss adjustment expenses (notes 1 and 3) 
Policyholder dividends (note 1) 
Policy acquisition and other underwriting expenses 
(note 1) 
Other 
Total expenses 
Income (loss) before income taxes and net realized 
gains or losses on investments (3,131) 35,743 
Provision (benefit) for income taxes (note 4) 
Current (1,023) 8,028 
Deferred (924) 1,194 
Total income taxes (1,947) 9,222 
Income (loss) before realized gains or losses on 
investments (1,184) 26,521 
Net realized gains on investments (notes 1 and 4) 48,868 18,262 
NET INCOME $ 47,684 $ 44,783 
Per Share Data 
Income (loss) before realized gains on investments $ (.49) 
Net realized gains on investments 20.36 
NET INCOME $ 19.87 
$570,885 
146,683 
13,288 
730,856 
509,568 
4,833 
211,239 
8,347 
733,987 
$524,746 
130,070 
8,784 
663,600 
432,413 
7,395 
185,834 
2,215 
627,857 
$ 
$ 
11.05 
7.61 
18.66 
See accompanying notes to consolidated financial statements. 
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EXHIBIT D4 
THE PROPERTY AND LIABILITY INSURANCE COMPANY AND SUBSIDIARIES 
Consolidated Statements of Changes in Financial Position 
For the Years Ended December 31, 19X2 and 19X1 
(Dollars in thousands) 
19X2 19X1 
FUNDS PROVIDED 
Net income $ 4 7 , 6 8 4 $ 4 4 , 7 8 3 
I n c r e a s e ( d e c r e a s e ) in funds from o p e r a t i o n s f o r 
i t e m s n o t i n v o l v i n g c a s h : 
L o s s e s and l o s s a d j u s t m e n t e x p e n s e s 152 ,998 143 ,692 
Unearned premiums 11 ,214 17 ,062 
D i v i d e n d s t o p o l i c y h o l d e r s (955 ) 1,092 
R e i n s u r a n c e funds h e l d and b a l a n c e s p a y a b l e ( 1 9 , 8 5 7 ) ( 3 3 , 4 3 6 ) 
Accrued e x p e n s e s 3 ,172 4 , 1 7 1 
Income t a x e s p a y a b l e 68 (112) 
Accrued i n t e r e s t and d i v i d e n d s ( 3 , 7 9 0 ) ( 4 , 2 1 4 ) 
R e i n s u r a n c e r e c o v e r a b l e on p a i d l o s s e s ( 3 , 4 4 7 ) ( 4 , 6 2 8 ) 
Premium and a g e n t s ' b a l a n c e s ( 1 , 6 8 9 ) 2 ,826 
D e f e r r e d p o l i c y a c q u i s i t i o n c o s t s ( 1 4 , 0 3 3 ) 1,083 
D e p r e c i a t i o n 2 , 5 8 0 2 , 2 1 8 
O t h e r , n e t ( 7 , 8 7 6 ) ( 7 , 7 0 6 ) 
Net funds p r o v i d e d by o p e r a t i o n s 166,069 166 ,831 
Cos t of i n v e s t m e n t s s o l d o r m a t u r e d 
D e c r e a s e in c a s h b a l a n c e s 
TOTAL FUNDS PROVIDED 
FUNDS USED 
Purchase of investments 
Increase in short-term investments, net 
Purchase of property and equipment 
Purchase of treasury shares 
Cash dividends paid 
Increase in cash balances 
Other, net 
TOTAL FUNDS USED 
500,898 
(686) 
$666,281 
620,245 
20,965 
7,000 
— 
17,250 
— 
821 
$666,281 
309,634 
__ 
$476,465 
432,895 
18,732 
2,356 
4,500 
15,000 
364 
2,618 
$476,465 
See accompanying notes to consolidated financial statements, 
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THE PROPERTY AND LIABILITY INSURANCE COMPANY AND SUBSIDIARIES 
Notes to Consolidated Financial Statements 
For the Years Ended December 31, 19X2 and 19X1 
1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 
The significant accounting policies followed by The Property and Liability 
Insurance Company and subsidiaries (the Company) are summarized below. 
Principles of Consolidation: The consolidated financial statements in-
clude the accounts, after intercompany eliminations, of the Company and 
its wholly owned subsidiaries. 
Basis of Presentation: The accompanying financial statements have been 
prepared in conformity with generally accepted accounting principles that 
differ from statutory accounting practices prescribed or permitted for in-
surance companies by regulatory authorities. 
Investments: Investments are shown on the following bases: 
Fixed maturities (bonds, notes and redeemable preferred stocks)—at cost, 
adjusted for amortization of premium or discount and other-than-temporary 
market value declines. 
Equity securities (common and nonredeemable preferred stocks)—at current 
market value. 
Mortgage loans on real estate—at unpaid balances, adjusted for amor-
tization of premium or discount, less allowance for possible losses. 
Real estate—at cost, less allowances for depreciation and possible 
losses. 
Realized gains and losses on sales of investments are recognized in net 
income on the specific identification basis. Changes in market values of 
equity securities, after deferred income tax effects, are reflected as 
unrealized appreciation or depreciation directly in shareholders' equity 
and, accordingly, have no effect on net income. 
Interest Rate Futures: The Company uses interest rate futures contracts 
as part of its overall interest rate risk management strategy for certain 
insurance products. Gains and losses on futures contracts used in asset/ 
liability management for identified positions are deferred and amortized 
over the remaining lives of the hedged assets or liabilities as an adjust-
ment to interest income or expense. When the assets or liabilities under-
lying the futures contracts are disposed of or eliminated, any unamortized 
gains or losses are recognized concurrently. 
Recognition of Premium Revenues: Insurance premiums are earned over the 
terms of the policies on a monthly pro rata basis. 
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Deferred Policy Acquisition Costs: Commissions and other costs of acquir-
ing insurance that vary with and are primarily related to the production 
of new and renewal business are deferred and amortized over the terms of 
the policies or reinsurance treaties to which they relate. Amortization 
in 19X2 and 19X1 was approximately $58,000,000 and $55,000,000, respec-
tively. 
Insurance Liabilities: The liability for unpaid insurance losses and loss 
adjustment expenses includes an amount determined from loss reports and 
individual cases and an amount, based on past experience, for losses in-
curred but not reported. Such liabilities are necessarily based on esti-
mates and, while management believes that the amount is adequate, the 
ultimate liability may be in excess of or less than the amounts provided. 
The methods for making such estimates and for establishing the resulting 
liability are continually reviewed, and any adjustments are reflected in 
earnings currently. The reserve for losses and loss adjustment expenses 
is reported net of receivables for salvage and subrogation of approxi-
mately $17,527,000 and $16,276,000 at December 31, 19X2 and 19X1, respec-
tively. 
Participating Policies: Participating business represents 6 percent of 
total premiums in force and premium income, at December 31, 19X2 and 8 
percent at December 31, 19X1. The majority of participating business is 
composed of workers' compensation policies. The amount of dividends to be 
paid on these policies is determined based on the terms of the individual 
policies. 
Reinsurance: Reinsurance premiums, commissions, expense reimbursements 
and reserves related to reinsured business are accounted for on bases con-
sistent with those used in accounting for the original policies issued and 
the terms of the reinsurance contracts. Premiums ceded to other companies 
have been reported as a reduction of premium income. Amounts applicable 
to reinsurance ceded for unearned premium reserves, and loss and loss ad-
justment expense reserves have been reported as reductions of these items, 
and expense allowances received in connection with reinsurance ceded have 
been accounted for as a reduction of the related policy acquisition costs 
and are deferred and amortized accordingly. 
Income Taxes: Income tax provisions are based on income reported for fi-
nancial statement purposes. Deferred federal income taxes arise from 
timing differences between the recognition of income determined for finan-
cial reporting purposes and income tax purposes. Such timing differences 
are related principally to the deferral of policy acquisition costs and 
the recognition of salvage and subrogation on an accrual basis. The com-
pany accounts for investment tax credits by the "flow-through" method. 
Depreciation: Property and equipment is recorded at cost and is depre-
ciated principally under the straight-line method over the estimated use-
ful lives of the respective assets. 
Income per Share of Common Stock: Income per share of common stock is 
based on the weighted average number of shares of common stock outstanding 
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2. 
during each year. The effect of stock options is not material to the com-
putation of earnings per share. 
INVESTMENTS 
Major categories of net investment income are summarized as follows: 
(Dollars in thousands) 
Fixed maturities 
Equity securities 
Mortgage loans on real estate 
Real estate 
Short-term 
Investment expenses 
19X2 
$ 93,298 
8,005 
41,984 
2,537 
9,673 
155,497 
8,814 
$146,683 
19X1 
$ 85,692 
7,154 
32,906 
2,779 
8,575 
137,106 
7,036 
$130,070 
Realized gains (losses) and unrealized appreciation on investments for the 
years 19X2 and 19X1 are summarized as follows: 
(Dollars in thousands) 
19X2 
Realized 
Unrealized 
Combined 
Fixed 
Maturities 
Equity 
Securities 
Tax 
Effects 
Net Gains 
on 
Investments 
$(33,855) 
445,604 
$411,749 
$118,631 
8,710 
$127,341 
$ 35,908 
197,754 
$233,662 
$ 48,868 
256,560 
$305,428 
19X1 
Realized 
Unrealized 
Combined 
$(62,569) 
193,387 
$130,818 
$ 94,841 
8,834 
$103,675 
$ 14,010 
87,661 
$101,671 
$ 18,262 
114,560 
$132,822 
At December 31, 19X2 and 19X1, gross unrealized appreciation pertaining 
to equity securities was approximately $106,430,000 and $118,636,000, 
and gross unrealized depreciation was approximately $97,720,000 and 
$109,802,000, respectively. 
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Bonds with an amortized c o s t o f $ 1 0 0 , 0 0 0 were non-income producing for the 
year ended December 3 1 , 19X2. At December 3 1 , 19X2, bonds c a r r i e d at an 
amort ized c o s t o f $ 4 3 , 6 8 4 , 0 0 0 were on d e p o s i t with r e g u l a t o r y a u t h o r i t i e s . 
REINSURANCE ACTIVITY 
Substantial amounts of reinsurance are assumed, both domestic and foreign. 
Such reinsurance includes quota share, excess of loss, catastrophe, 
facultative, and other forms of reinsurance on essentially all property 
and casualty lines of insurance. 
The Company limits the maximum net loss which can arise from large risks 
or risks in concentrated areas of exposure by reinsuring (ceding) certain 
levels of risks with other insurers or reinsurers, either on an automatic 
basis under general reinsurance contracts known as "treaties" or by nego-
tiation on substantial individual risks. Ceded reinsurance is treated as 
the risk and liability of the assuming companies. 
A reconciliation of direct to net premiums, on both a written and earned 
basis, for 19X2 and 19X1 is as follows: 
(Dollars in thousands) 
19X2 19X1 
Direct 
Assumed 
Ceded 
Net 
Written 
777,836 
306,814 
$(502,551) 
$ 582,099 
Earned 
757,828 
294,577 
$(481,520) 
$ 570,885 
Written 
710,580 
307,328 
$(476,100) 
$ 541,808 
Earned 
691,323 
288,092 
$(454,669) 
$ 524,746 
The amounts of premiums and r e c o v e r i e s p e r t a i n i n g t o c a t a s t r o p h e r e i n -
s u r a n c e c o n t r a c t s t h a t were d e d u c t e d from ea rned premiums and l o s s e s 
i n c u r r e d d u r i n g 19X2 were a p p r o x i m a t e l y $ 1 , 9 2 4 , 0 0 0 and $ 4 , 8 9 2 , 0 0 0 , r e -
s p e c t i v e l y . Such amounts fo r 19X1 were a p p r o x i m a t e l y $ 2 , 1 9 6 , 0 0 0 and 
$ 3 , 2 3 2 , 0 0 0 , r e s p e c t i v e l y . 
In t h e e v e n t t h a t a l l o r any of t h e r e i n s u r i n g companies migh t be u n a b l e 
t o meet t h e i r o b l i g a t i o n s under e x i s t i n g r e i n s u r a n c e a g r e e m e n t s , t h e 
Company would be l i a b l e fo r such d e f a u l t e d a m o u n t s . E s t i m a t e d amounts 
r e c o v e r a b l e from r e i n s u r e r s d e d u c t e d from t h e r e s e r v e for l o s s e s and l o s s 
a d j u s t m e n t e x p e n s e s were a p p r o x i m a t e l y $ 5 9 2 , 6 2 2 , 0 0 0 and $ 5 1 5 , 1 7 2 , 0 0 0 f o r 
19X2 and 19X1, r e s p e c t i v e l y . 
INCOME TAXES 
The p r o v i s i o n for f e d e r a l income t a x e s d i f f e r s from amounts c u r r e n t l y pay-
a b l e due t o c e r t a i n i t e m s r e p o r t e d fo r f i n a n c i a l s t a t e m e n t p u r p o s e s i n 
p e r i o d s which d i f f e r from t h o s e in which t h e y a r e r e p o r t e d fo r t a x p u r -
p o s e s . 
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The items in the deferred tax provision are as follows: 
19X2 19X1 
(Dollars in thousands) 
Deferred policy acquisition costs $(1,045) 931 
Salvage and subrogation (99) 98 
0 t h e r
 220 165 
Deferred tax provision $ (924) $1,194 
The liability for deferred income taxes includes the tax effect of net un-
realized appreciation or depreciation on investments and other equity 
transactions. 
Investment tax credits used to reduce taxes in 19X2 and 19X1 were approxi-
mately $5,000 and $3,000, respectively. 
The difference between taxes computed at the statutory rate and the 
recorded taxes is as follows: 
19X2 19X1 
Amount % Amount % 
Tax at statutory rate $(1,440) (46.0) $16,442 46.0 
Tax-exempt bond interest (479) (15.3) (5,826) (16.3) 
Dividends received deduction (169) (5.4) (2,180) (6.1) 
Other 141 4.5 786 2.2 
$(1,947) (62.2)% $ 9,222 25.8% 
DIVIDENDS FROM SUBSIDIARIES 
The funding of t h e c a s h r e q u i r e m e n t s of t h e Company ( p a r e n t company) i s 
p r i m a r i l y p r o v i d e d by c a s h d i v i d e n d s from i t s s u b s i d i a r i e s . D i v i d e n d s 
p a i d by t h e i n s u r a n c e s u b s i d i a r i e s a r e r e s t r i c t e d by r e g u l a t o r y r e q u i r e -
men t s of t h e d o m i c i l i a r y s t a t e s . G e n e r a l l y , t h e maximum d i v i d e n d t h a t may 
b e p a i d w i t h o u t p r i o r r e g u l a t o r y a p p r o v a l i s l i m i t e d t o t h e g r e a t e r of 10 
p e r c e n t of s t a t u t o r y s u r p l u s ( s h a r e h o l d e r s ' e q u i t y on a s t a t u t o r y b a s i s ) 
o r 100 p e r c e n t of n e t i n v e s t m e n t income fo r t h e p r i o r y e a r . D i v i d e n d s e x -
c e e d i n g t h e s e l i m i t a t i o n s can g e n e r a l l y be made s u b j e c t t o a p p r o v a l by 
v a r i o u s s t a t e i n s u r a n c e d e p a r t m e n t s . The s u b s i d i a r i e s pa id ca sh d i v i d e n d s 
t o t h e Company of $ 2 4 , 7 5 4 , 0 0 0 and $ 2 2 , 1 0 0 , 0 0 0 i n 19X2 and 19X1, r e s p e c -
t i v e l y . At December 3 1 , 19X2, t h e maximum d i v i d e n d t h a t may be pa id in 
19X3 w i t h o u t r e g u l a t o r y a p p r o v a l i s a p p r o x i m a t e l y $ 1 2 5 , 0 0 0 , 0 0 0 . 
STATUTORY NET INCOME AND SHAREHOLDERS' EQUITY 
G e n e r a l l y a c c e p t e d a c c o u n t i n g p r i n c i p l e s d i f f e r i n c e r t a i n r e s p e c t s from 
t h e a c c o u n t i n g p r a c t i c e s p r e s c r i b e d o r p e r m i t t e d by i n s u r a n c e r e g u l a t o r y 
a u t h o r i t i e s ( s t a t u t o r y b a s i s ) . S t a t u t o r y n e t income was a p p r o x i m a t e l y 
$ 3 5 , 6 8 1 , 0 0 0 and $ 5 2 , 7 3 5 , 0 0 0 i n 19X2 and 19X1, r e s p e c t i v e l y , and s t a t u t o r y 
s h a r e h o l d e r s ' e q u i t y was a p p r o x i m a t e l y $ 3 4 7 , 2 3 7 , 0 0 0 and $ 2 9 9 , 7 2 0 , 0 0 0 a t 
December 3 1 , 19X2 and 19X1, r e s p e c t i v e l y . 
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6. 
APPENDIX E 
AUDITORS' REPORTS 
1. Insurance companies often engage independent auditors to report on fi-
nancial statements issued to regulatory agencies, stockholders, policyholders, 
other financial statement users, or the general public. 
2. The insurance statutes of some states contain, in varying degrees, 
prohibitions against the publication of financial statements based on account-
ing practices that differ from those used in the preparation of the annual 
statutory financial statements filed with the state regulatory authorities. 
In a few states, and in rare cases, regulatory authorities require that only 
statutory accounting practices (SAP) may be used in preparing published fi-
nancial statements. 
3. However, if acceptable to the state regulatory authority, it is prefer-
able to present financial statements in conformity with generally accepted 
accounting principles (GAAP). In those cases, the independent auditor may use 
the standard form of the auditor's report described in SAS No. 2 (AICPA, 
Professional Standards, vol. 2, AU sec. 509) and related statements. If fi-
nancial statements are presented in conformity with GAAP, it may be necessary, 
to meet regulatory requirements, to include a reconciliation of net income and 
stockholders' equity determined under GAAP with the net gain from operations 
and capital and surplus determined under SAP. In addition, the Securities 
Acts and the regulations of the SEC require certain companies to periodically 
issue audited financial statements prepared in conformity with GAAP. 
4. With increasing frequency, states have also required the filing of spe-
cial reports on internal control and qualification letters for independent 
auditors. Independent auditors may also provide other services to insurance 
companies in connection with regulatory requirements, such as NAIC zone exami-
nations, market conduct examinations, or special reports on loss reserves. 
The remainder of this appendix briefly discusses the types of auditors' re-
ports and provides examples of such reports. 
FINANCIAL STATEMENTS FILED WITH STATE REGULATORY AUTHORITIES 
5. Several states have established requirements for independent audits of 
annual statutory financial statements. SAP is used for financial reporting by 
insurance companies to comply with requirements set forth by the various state 
departments of insurance, and as such is considered to be a comprehensive basis 
of accounting other than GAAP according to paragraph 4 of SAS No. 14, Special 
Reports. An auditor may therefore use the form of report specified in paragraph 
5 of SAS No. 14 to report on financial statements of a property and liability 
insurance company prepared on the basis of SAP. However, this form of report 
should be issued only if the financial statements are intended solely for 
filing with a regulatory authority and should conform to the requirements 
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of paragraph 5. This states that when an auditor is reporting on financial 
statements prepared in accordance with a comprehensive basis of accounting 
other than GAAP, the auditor's report should include the following: 
o A paragraph identifying the financial statements examined and stating 
whether the examination was made in accordance with generally accepted 
auditing standards. 
o A paragraph that— 
- States, or preferably refers to the note to the financial statements 
that states, the basis of presentation of the financial statements on 
which the auditor is reporting. 
- Refers to the note to the financial statements that describes how the 
basis of presentation differs from generally accepted accounting 
principles. (The monetary effect of such differences need not be 
stated.) 
- States that the financial statements are not intended to be presented 
in conformity with generally accepted accounting principles. 
o A paragraph that expresses the auditor's opinion (or disclaims an 
opinion) on whether— 
- The financial statements are presented fairly in conformity with the 
basis of accounting described. If the auditor concludes that the fi-
nancial statements are not presented fairly on the basis of accounting 
described, he should disclose all the substantive reasons for that 
conclusion in an additional explanatory paragraph(s) of his report and 
should include in the opinion paragraph appropriate modifying language 
and a reference to the explanatory paragraph(s). 
- The disclosed basis of accounting used has been applied in a manner 
consistent with that of the preceding period. 
6. Exhibit El illustrates an auditor's report on financial statements of 
a property and liability insurance company prepared on a basis of SAP solely 
for purposes of filing with state regulatory authorities. 
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EXHIBIT El 
SPECIAL REPORT ON STATUTORY-BASIS 
FINANCIAL STATEMENTS FILED WITH REGULATORY AUTHORITIES 
To the Board of Directors of 
P and L Insurance Company: 
We have examined the statements of admitted assets, liabilities, and sur-
plus (statutory basis) of P and L Insurance Company as of December 31, 19X2 
and 19X1, and the related statements of income, changes in surplus, and changes 
in financial position (statutory basis) for the years then ended. Our exami-
nations were made in accordance with generally accepted auditing standards 
and, accordingly, included such tests of the accounting records and such other 
auditing procedures as we considered necessary in the circumstances. 
As described in Note X, the accompanying financial statements have been 
prepared in conformity with accounting practices prescribed or permitted by 
the Insurance Department of the State of . These practices 
differ in some respects from generally accepted accounting principles. Ac-
cordingly, such financial statements are not intended to present financial 
position, results of operations, and changes in financial position in con-
formity with generally accepted accounting principles. This report is in-
tended solely for filing with regulatory agencies and is not intended for any 
other purpose. 
In our opinion, the financial statements referred to above present fairly the 
admitted assets, liabilities, and surplus of P and L Insurance Company as of 
December 31, 19X2 and 19X1, and the results of its operations, changes in its 
surplus, and changes in its financial position for the years then ended, on 
the basis of accounting described in Note X, which basis has been consistently 
applied. 
Signature 
Date 
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REPORTS ON GENERAL-PURPOSE FINANCIAL STATEMENTS 
7. A report in the form specified in paragraph 5 of SAS 14, Special Re-
ports, should be used only if the financial statements are intended solely 
for filing with a regulatory agency; however, an independent auditor may occa-
sionally be requested to report on financial statements of a property and 
liability insurance company prepared on a basis of SAP and included in a 
presentation other than a filing with regulatory authorities. In such cir-
cumstances, the auditor should use the standard form of report modified as 
appropriate because of the departures from GAAP and, in an additional para-
graph to the report, express an opinion on whether the financial statements 
are presented in conformity with the prescribed basis of accounting. Such 
reporting is discussed in SAS No. 1 as amended by SAS No. 14, paragraph 5 
(AICPA, Professional Standards, vol. 1, AU sec. 544). 
8. Paragraphs 15 through 17 of SAS No. 2 require that when financial 
statements are materially affected by a departure from GAAP, the auditor 
should express a qualified or an adverse opinion, and the basis for the 
opinion should be stated in the report. In addition, the report should dis-
close, or preferably refer to a note that discloses, the principal effects 
of the departure on financial position, results of operations, and changes 
in financial position, if reasonably determinable. If the effects are not 
reasonably determinable, the report should state that fact. (See SAS No. 2, 
paragraphs 33 and 42.) 
9. The determination of the type of opinion to be expressed when there is 
a departure from GAAP depends on the auditor's judgment of the materiality of 
the effects of the departure. The auditor should, if it is practicable, esti-
mate whether the effects would be (a) immaterial and thus permit the issuance 
of an unqualified opinion or (b) sufficiently material to require issuance of 
a qualified opinion or an adverse opinion. In this context, practicable means 
that the information is reasonably obtainable from management's accounts and 
records and that the auditor is not required to assume the position of a pre-
parer of financial information. If it is not practicable for the auditor to 
estimate the materiality of the departures from GAAP, he should disclaim an 
opinion on the presentation of the financial statements in conformity with 
GAAP. 
10. Exhibit E2 illustrates an auditor's report when the auditor has been 
requested to express an opinion on the presentation of general-purpose finan-
cial statements of a property and liability insurance company prepared on a 
basis of SAP. This illustration assumes that the auditor has determined that 
the effects of the departures from GAAP are sufficiently material to require a 
qualified opinion and that the effects of the departures are described in a 
note to the financial statements. Exhibit E3 illustrates an auditor's report 
in the same circumstances except that the auditor has not been able to esti-
mate the materiality of the effects of the departures from GAAP and thus 
disclaims an opinion. 
11. If the effects of variances from GAAP have been determined to be 
material to one or more but not all of the financial statements, the auditor's 
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opinion need only be modified with respect to the statements so affected, and 
the report may include an unqualified opinion on the statements not so 
affected. 
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EXHIBIT E2 
QUALIFIED OPINION ON 
GENERAL-PURPOSE, STATUTORY BASIS 
FINANCIAL STATEMENTS 
To the Stockholders and Board of Directors of 
P and L Insurance Company: 
We have examined the statements of admitted assets, liabilities, and sur-
plus (statutory basis) of P and L Insurance Company as of December 31, 19X2 
and 19X1, and the related statements of income, changes in surplus, and changes 
in financial position (statutory basis) for the years then ended. Our exami-
nations were made in accordance with generally accepted auditing standards 
and, accordingly, included such tests of the accounting records and such other 
auditing procedures as we considered necessary in the circumstances. 
The accompanying financial statements have been prepared in conformity 
with accounting practices prescribed or permitted by the Insurance Department 
of the State of ____. The effects on such financial statements of 
the variances between such practices and generally accepted accounting prin-
ciples are described in Note X. 
In our opinion, except for the effects of the matters referred to in the 
preceding paragraph, the financial statements referred to above present fairly 
the financial position of P and L Insurance Company at December 31, 19X2 and 
19X1, and the results of its operations and changes in its surplus and changes 
in financial position for the years then ended, in conformity with generally 
accepted accounting principles applied on a consistent basis. 
Also, in our opinion, the financial statements referred to above present 
fairly the admitted assets, liabilities, and surplus of P and L Insurance 
Company as of December 31, 19X2 and 19X1, and the results of its operations, 
changes in its surplus, and changes in financial position for the years then 
ended, on the basis of accounting described in Note X, which basis has been 
consistently applied. 
Signature 
Date 
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EXHIBIT E3 
DISCLAIMER OF OPINION ON 
GENERAL-PURPOSE, STATUTORY BASIS 
FINANCIAL STATEMENTS 
To the Stockholders and Board of Directors of 
P and L Insurance Company: 
We have examined the statements of admitted assets, liabilities, and sur-
plus (statutory basis) of P and L Insurance Company as of December 31, 19X2 
and 19X1, and the related statements of income, changes in surplus, and changes 
in financial position (statutory basis) for the years then ended. Our exami-
nations were made in accordance with generally accepted auditing standards 
and, accordingly, included such tests of the accounting records and such other 
auditing procedures as we considered necessary in the circumstances. 
The accompanying financial statements have been prepared in conformity 
with accounting practices prescribed or permitted by the Insurance Department 
of the State of . The variances between such practices and 
generally accepted accounting principles are described in Note X. The effects 
of such variances on such financial statements have not been determined. 
Therefore, we do not express any opinion on the financial statements referred 
to above as to fair presentation of financial position or results of opera-
tions or changes in financial position in conformity with generally accepted 
accounting principles. 
In our opinion, however, the financial statements referred to above pre-
sent fairly the admitted assets, liabilities, and surplus of P and L Insurance 
Company as of December 31, 19X2 and 19X1, and the results of its operations, 
changes in its surplus, and changes in financial position for the years then 
ended, on the basis of accounting described in Note X, which basis has been 
consistently applied. 
Signature 
Date 
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Consistency of Accounting Principles 
12. SAS No. 1 discusses modifications of the auditor's report that are 
required when accounting principles have not been applied consistently (AICPA, 
Professional Standards, vol. 2, AU sec. 546). A change from SAP to GAAP is 
an example of a change in accounting principles that requires modification of 
the auditor's opinion about consistency. 
SPECIAL REPORTS ON LOSS RESERVES 
13. Several states have adopted regulations requiring property and lia-
bility insurance companies to file, as an addendum to their statutory annual 
statement, an opinion by a qualified loss reserve specialist about the ade-
quacy of liabilities reported for unpaid losses and unpaid loss adjustment 
expenses. For the most part, the regulations are based on model legislation 
designed by the National Association of Insurance Commissioners (NAIC). The 
term qualified loss reserve specialist includes an independent auditor who has 
competency in loss reserve evaluation. However, in some states, the opinion 
must be issued by a qualified actuary. 
14. An independent auditor who has made an examination of the insurance 
company's financial statements in accordance with generally accepted auditing 
standards may be engaged to express a separate opinion on the company's lia-
bilities for unpaid losses and loss adjustment expenses for the purpose of 
compliance with the above instructions. 
15. An opinion on the liabilities for unpaid losses and loss adjustment 
expenses of property and liability insurers falls in the general category of 
reports on one or more specified elements, accounts, or items of a financial 
statement. SAS No. 14, paragraphs 10 through 14, provide guidance on such 
reports. 
In general, the state regulations require an opinion consisting of the 
following: 
o An identification of the qualified loss reserve specialist, either a 
member in good standing of the American Academy of Actuaries or "a per-
son who otherwise has competency in loss reserve evaluation" 
o A paragraph stating briefly the scope of the specialist's work 
o A paragraph expressing an opinion about whether the liabilities for 
losses and loss adjustment expenses are "computed in accordance with 
accepted loss reserving standards, fairly stated in accordance with 
sound reserving practices, based on factors relevant to policy provi-
sions, in accordance with the requirements of the state insurance laws, 
and make good and sufficient provision for unpaid losses and loss ad-
justment expense" 
o Other paragraphs necessary to appropriately describe any exceptions or 
to express reliance on the work of others 
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o A paragraph disclosing "any material change in the assumptions and/or 
methods from those previously employed" 
Exhibit E4 illustrates an auditors' report expressing an opinion on a com-
pany's liabilities for unpaid losses and loss adjustment expenses and the 
schedule of liabilities for unpaid losses and loss adjustment expenses that 
would accompany the report. 
16. The procedures performed to issue an opinion on the liabilities for 
unpaid losses and loss adjustment expenses are generally more extensive than 
those required for testing those accounts as part of an examination of the 
basic financial statements. Any such additional procedures are generally 
completed in conjunction with the general audit. Accordingly, an opinion on 
the liabilities for unpaid losses and loss adjustment expenses ordinarily 
should have the same date as the report on the basic financial statements. 
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EXHIBIT E4 
SPECIAL REPORT ON LOSS RESERVES 
To the Board of Directors of 
P and L Insurance Company: 
We are independent certified public accountants with respect to P and L 
Insurance Company within the meaning of the Code of Professional Ethics of the 
American Institute of Certified Public Accountants, which code requires that 
we undertake only those engagements that we can reasonably expect to complete 
with professional competence. 
We have examined the financial statements, prepared in conformity with 
generally accepted accounting principles [or prepared in conformity with 
accounting practices prescribed or permitted by the Insurance Department of 
the State of ], of P and L Insurance Company as of December 31, 
19X1, and have issued our report thereon dated [date]. Our examination was 
made in accordance with generally accepted auditing standards and, accord-
ingly, included such tests of the accounting records and such other auditing 
procedures as we considered necessary in the circumstances. In the course of 
our examination, we examined the estimated liabilities for unpaid losses and 
unpaid loss adjustment expenses of P and L Insurance Company as of December 
31, 19X1, as set forth in the accompanying schedule, including an evaluation 
of the assumptions and methods relating to the estimation of such liabilities. 
In our opinion, the accompanying schedule presents fairly the estimated 
unpaid losses and unpaid loss adjustment expenses of P and L Insurance Company 
that could be reasonably estimated as of December 31, 19X1, in conformity with 
accounting practices prescribed or permitted by the Insurance Department of 
the State of applied on a basis consistent with that of the 
preceding year. 
This report is intended solely for filing with regulatory agencies 
and is not intended for any other purpose. 
Signature 
Date 
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EXHIBIT E4 ( c o n t . ) 
P AND L INSURANCE COMPANY 
S c h e d u l e of L i a b i l i t i e s fo r Unpaid Los se s 
and Unpaid Loss Adjus tment Expenses 
December 3 1 , 19X1 
L i a b i l i t y fo r unpa id l o s s e s $XX,XXX,XXX 
L i a b i l i t y fo r unpa id l o s s a d j u s t m e n t e x p e n s e s X,XXX,XXX 
T o t a l $XX,XXX,XXX 
NOTES 
1. B a s i s of P r e s e n t a t i o n 
The above schedule has been prepared in conformity with accounting prac-
tices prescribed or permitted by the Insurance Department of the State of 
. [Significant differences between statutory accounting practices 
and generally accepted accounting principles for the calculation of the above 
amounts should be described but the monetary effect of any such differences 
need not be stated.] Losses and loss adjustment expenses are provided for 
when incurred, in accordance with the applicable requirements of the insurance 
laws [and/or regulations, if applicable] of the State of . Such pro-
visions include (1) individual case estimates for reported losses, (2) esti-
mates received from other insurers with respect to reinsurance assumed, (3) 
estimates for unreported losses based on past experience modified for current 
trends, and (4) estimates of expenses for investigating and settling claims. 
2 . R e i n s u r a n c e 
The Company reinsures certain portions of its liability insurance cover-
ages to limit the amount of loss on individual claims and purchases catas-
trophe insurance to protect against aggregate single occurrence losses. 
Certain portions of property insurance are reinsured on a quota share basis. 
The liabilities for unpaid losses and for unpaid loss adjustment expenses 
were reduced by $XXX,XXX and $XXX,XXX, respectively, for reinsurance ceded to 
other companies. 
A loss contingency may exist with respect to reinsurance in the event that 
one or more of the reinsuring companies is unable to meet their obligations to 
the Company under existing reinsurance agreements. 
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Reference to Accounting Changes 
17. The instructions to the statutory annual statement also include the 
following: 
o If there has been any material change in the assumptions and/or methods 
from those previously employed, that change should be described in the 
statement of opinion by inserting a phrase such as the following: 
A material change in assumptions (and/or methods) was made 
during the past year, but such change accords with accepted 
loss reserving standards. 
o A brief description of the change should follow. 
18. SAS No. 1 states that changes in accounting principles and methods of 
applying them affect consistency and require recognition in the auditor's 
opinion on the audited financial statements as to consistency (AICPA, 
Professional Standards, vol. 2, AU sec. 420.06). SAS No. 14 (AU sec. 621.13) 
states that, if applicable, any modifications of the auditor's standard 
report on the related financial statements should be indicated in the special 
report on an element, account, or item of a financial statement. Therefore, 
the auditor's special report on the liabilities for unpaid losses and loss 
adjustment expenses should refer to an applicable change in accounting prin-
ciples or methods of applying them. 
19. A change in assumptions, however, is a change in accounting estimate. 
SAS No. 1, paragraph 12, states that a change in accounting estimate is not a 
change affecting consistency requiring recognition in the auditor's report. 
However, such changes in estimates that are disclosed in the financial state-
ments on which the auditor has reported should also be disclosed in the notes 
to the schedule of liabilities for unpaid losses and unpaid loss adjustment 
expenses accompanying the auditor's special report. (See APB Opinion No.20, 
Accounting Changes, paragraph 33.) 
Special Report on Data Underlying Loss Reserves 
20. A loss reserve specialist may rely on an independent auditor who has 
examined the company's financial statements regarding the reasonableness of 
the accounting data underlying the estimates of the liabilities for unpaid 
losses and loss adjustment expenses. The auditor may be requested to provide 
a special report on those specified elements, accounts, or items, as described 
in SAS No. 14 (AICPA, Professional Standards, vol. 1, AU sec. 621.10-14). 
(Exhibit E5 illustrates such a special report.) 
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EXHIBIT E5 
SPECIAL REPORT ON DATA UNDERLYING 
LOSS RESERVES 
To the Board of Directors of 
P and L Insurance Company: 
We have examined P and L Insurance Company's schedule of data used to 
estimate its liabilities for unpaid losses and unpaid loss adjustment expenses 
as of December 31, 19X2, and submitted such data to (name of specialist). Our 
examination was made in accordance with generally accepted auditing standards 
and, accordingly, included such tests of the accounting records and such other 
auditing procedures as we considered necessary in the circumstances. 
[A middle paragraph should be included describing the basis on which the 
underlying data has been prepared—for example, gross, net of reinsurance, 
net of salvage and subrogation, or accident year or report year.] 
In our opinion, the schedule referred to above presents fairly the data 
used by P and L Insurance Company to estimate its liabilities for unpaid 
losses and unpaid loss adjustment expenses as of December 31, 19X2, on the 
basis indicated in the preceding paragraph. 
Signature 
Date 
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Other Special Reports 
21. Special reports such as those illustrated in Exhibits E4 and E5 may 
also apply in other circumstances. Certain regulatory authorities may request 
opinions on loss reserves in connection with licensing applications or other 
planned transactions. For example, an insurance company holding a certificate 
of authority as surety on federal bonds may be required to submit to the U.S. 
Treasury Department a report by an independent auditor on its loss reserves. 
REPORTS ON INTERNAL ACCOUNTING CONTROL 
22. Independent accountants may be engaged to report on a property and 
liability insurance company's system of internal accounting control for pur-
poses of meeting reporting requirements of state regulatory authorities. SAS 
No. 44, Special Purpose Reports on Internal Control, provides guidance on the 
auditor's considerations and the form of report in such engagements. 
QUALIFICATION LETTER FOR INDEPENDENT AUDITORS 
23. In connection with their requirements for annual audited financial 
statements, regulatory authorities in certain states require the auditors to 
furnish letters describing their qualifications as independent auditors. 
(Exhibit E6 illustrates an independent auditor's qualification letter.) 
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EXHIBIT E6 
QUALIFICATION LETTER OF 
INDEPENDENT AUDITOR 
To the Board of Directors of 
P and L Insurance Company: 
We have examined the financial statements of P and L Insurance Company as 
of December 31, 19X2, and for the year then ended, and have issued our report 
thereon dated [date]. In connection therewith, we advise you as follows: 
1. We are independent with respect to the Company and conform to the 
standards of the profession as contained in the Code of Professional 
Ethics and pronouncements of the American Institute of Certified Public 
Accountants, and the rules of professional conduct of the [state of 
office conducting examination] Board of Public Accountancy [or other 
official body]. 
2. The personnel assigned to the examination of the financial statements 
of P and L Insurance Company have the competence, as required by sec-
tion 201 of the Code of Professional Ethics of the American Institute 
of Certified Public Accountants, to perform such an examination. The 
engagement partner(s) and engagement manager(s) have been with our firm 
for a total of [aggregate number] years and are experienced in auditing 
insurance companies. Staff personnel, some [most] of whom have had 
experience in examining the financial statements of insurance compan-
ies, were assigned to perform tasks commensurate with their experience. 
The engagement partner(s) and manager(s) are certified public account-
ants, and approximately [percentage] percent of the staff personnel 
assigned to assist them are certified public accountants. 
3. We consent to the filing of our opinion referred to above, our report 
on evaluation of internal accounting control dated [date] and this 
letter with the Department of Insurance of the State of in 
compliance with rule . 
4. We consent to the provisions of section of rule which 
require that the working papers prepared in the course of the examina-
tion of the financial statements will be retained by us for at least 
five years and that, upon instructions from the Company, we will make 
these working papers available for review by the State Department of 
Insurance. 
5. The engagement partner(s) is a member in good standing of the American 
Institute of Certified Public Accountants and licensed by the [State] 
Board of Public Accountancy [or other official body]. 
This letter is furnished solely to enable you to comply with section 
of rule (Rules and Regulations regarding Audits of Insurers 
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EXHIBIT E6 (cont.) 
by Independent Certified Public Accountants) of the Department of Insurance of 
the State of and should be used for no other purpose. 
Signature 
Date 
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REPORTS ON NAIC ZONE EXAMINATIONS 
24. In several states, independent auditors are engaged by regulatory 
authorities to perform or participate in NAIC zone examinations of insurance 
companies. The scope of such engagements typically includes (a) a general 
survey of operations and practices, (b) an evaluation of internal accounting 
controls, (c) tests of individual balance sheet accounts, (d) tests of income 
and disbursement transactions, (e) tests of compliance with statutory require-
ments, and (f) a study of the treatment of policyholders. Such engagements 
generally do not constitute examinations of financial statements in accordance 
with generally accepted auditing standards. 
25. An independent auditor who is engaged for the NAIC zone examination 
may have already been engaged by the insurance company to examine and report 
on financial statements prepared either in conformity with GAAP or SAP. An 
independent auditor who has performed an examination in accordance with gener-
ally accepted auditing standards should also be in a position to issue a re-
port on financial statements prepared on a statutory basis, which is the 
basis tested in NAIC zone examinations. Accordingly, when the auditor has 
performed an examination in accordance with generally accepted auditing stand-
ards, he should follow the guidance in SAS No. 14 regarding the form of report 
to be provided in the NAIC zone examination (AICPA, Professional Standards, 
vol. 1, AU sec. 621). 
MARKET CONDUCT EXAMINATIONS 
26. In 1976, the NAIC adopted a market-conduct examination-model handbook, 
which s p e c i f i e s procedures to review insurance company p r a c t i c e s t h a t may 
adverse ly a f f ec t po l i cyho lders or c la imants in the a reas of s a l e s and adver-
t i s i n g , unde rwr i t ing , r i s k - r a t i n g and c l a ims . Independent a u d i t o r s a re some-
times engaged to p a r t i c i p a t e in market conduct examinat ions . The form of the 
r e p o r t in such an engagement would be a spec i a l r epor t on applying agreed-upon 
procedures as spec i f i ed in SAS No. 35, Special Reports Applying Agreed-upon 
Procedures to Specif ied Elements, Accounts, or Items of a F inanc ia l Statement . 
Paragraphs 4 and 5 of SAS No. 35 give spec i f i c guidance on such r e p o r t s . 
2 7 . The i l l u s t r a t i v e r e p o r t s p r e s e n t e d in t h i s c h a p t e r a r e n o t i n t e n d e d 
t o b e r e p r e s e n t a t i v e of a l l t h e r e p o r t s an a u d i t o r may i s s u e . R a t h e r , t h e y 
a r e i n t e n d e d t o s e r v e a s g e n e r a l g u i d a n c e a s t o some of t h e more common r e -
p o r t s i s s u e d . The a u d i t o r s h o u l d r e f e r t o a p p l i c a b l e p ronouncements f o r f u r -
t h e r g u i d a n c e . 
INSURANCE DEPARTMENT OF THE STATE OF NEW YORK 
REGULATION 1 1 8 - A U D I T E D FINANCIAL STATEMENTS 
28. The Insurance Department of the S ta te of New York has promulgated 
Regulat ion 118, "Audited F inanc ia l S ta tements , " which s p e c i f i e s t h a t beginning 
in 1985, a l l l i censed i n s u r e r s , except those s p e c i f i c a l l y exempted, must f i l e 
c e r t i f i e d annual s ta tements and CPA opinions thereon by June 30th following 
the c lo se of the ca lendar yea r . 
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29. The regulation provides filing information for the various classes of 
insurers. It also sets forth the procedures insurers must follow when filing 
for exemptions. The regulation further provides that an insurer must also 
utilize the services of a certified public accountant who agrees by written 
contract to comply with the provisions of the Insurance Law. Such contract 
must specify: 
a. That on or before June 30th, the CPA shall provide an audited financial 
statement and opinion for the prior calendar year and an evaluation of 
the insurer's accounting procedures and internal control systems as are 
necessary to the furnishing of the opinion. 
b. That any determination by the CPA that the insurer has materially mis-
stated its financial condition as reported to the Superintendent or 
that the insurer does not meet minimum capital and surplus requirements 
set forth in the Insurance Law shall be given by the CPA, in writing, 
to the Superintendent within fifteen calendar days following such 
determination. 
c. That the workpapers and any communications between the CPA and the in-
surer relating to the audit of the insurer shall be made available for 
review by the Superintendent at the offices of the insurer, at the 
Insurance Department, or at any other reasonable place designated by 
the Superintendent. The CPA must retain for review such workpapers and 
communications for a period of not less than five years. 
30. All insurers are subject to this New York audit rule unless one of 
the following conditions for exemptions exists: 
o An insurer has less than $250,000 in direct premiums written in New York 
State during the subject calendar year and less than five hundred 
policyholders, in which case a sworn affidavit can be filed in lieu of 
the written contract. 
o An insurer can demonstrate that compliance would cause a financial or 
organizational hardship. 
31. Exhibit E7 illustrates a written contract to comply with the New York 
Insurance Law. 
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EXHIBIT E7 
WRITTEN CONTRACT LETTER TO COMPLY WITH 
NEW YORK REGULATION 118 
To the Board of Directors of 
P and L Insurance Company: 
You have designated [name of CPA firm] to act as independent certified 
public accountants to examine the financial statements of P and L Insurance 
Company. In that connection, we advise you as follows: 
(1) In performing our examination, we will comply with the provisions of 
Section 307(b) of the New York Insurance Law and Regulation 118 under 
that section and with the Code of Professional Ethics and pronounce-
ments on professional standards of the American Institute of Certified 
Public Accountants. 
(2) On or before June 30th, we will provide to you our report of our 
opinion on the financial statements of P and L Insurance Company for 
the prior calendar year and our report on the evaluation of internal 
control based on our examination of the financial statements. 
(3) Based on the authority granted by you herein to comply with Section 
307(b) of the New York Insurance Law, we will report to the Superin-
tendent of the Insurance Department of the State of New York within 
fifteen days following any determination by us of material misstate-
ment of financial condition as reported to the Superintendent by P and 
L Insurance Company or failure of P and L Insurance Company to meet 
minimum capital and surplus requirements set forth in the New York 
Insurance Law. We will report any such determination to you immedi-
ately. 
(4) The workpapers prepared in the conduct of our examination and com-
munications between the Company and us relating to our examination 
will be retained by us for a period of not less than five years after 
the period reported on and, on instructions of the Company, will be 
made available for review by the Superintendent of the New York 
Insurance Department. 
This letter is furnished solely for you to comply with Regulation 118 
(Part 89 of Title 11 of the Official Compilation of Codes, Rules and Regula-
tions of the State of New York) and should be used for no other purpose. 
Signature 
Date 
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APPENDIX F 
NAIC INSURANCE REGULATORY INFORMATION SYSTEM ( I R I S ) * 
The NAIC Insurance Regulatory Information System (IRIS) was developed to a s -
s i s t the s t a t e insurance departments in t h e i r monitoring of the f i n a n c i a l con-
d i t i o n of p roper ty and l i a b i l i t y insurance companies. The system uses 
f i n a n c i a l r a t i o s to i d e n t i f y companies t h a t may be having f i nanc i a l d i f f i c u l -
t i e s . Such " p r i o r i t y " companies can then be t a rge ted for c l o s e r s u r v e i l l a n c e 
or perhaps for o n - s i t e examinat ion. 
FINANCIAL RATIOS 
F inanc ia l r a t i o s can be ca tegor ized as fo l lows: 
o Overal l r a t i o s 
o P r o f i t a b i l i t y r a t i o s 
o L iqu id i t y r a t i o s 
o Reserve r a t i o s 
A b r i e f d e s c r i p t i o n of each of the ind iv idua l r a t i o s and the accep tab le r e -
s u l t s (based on the guidance in e f f ec t in December 1985) fo l lows . 
Overal l Rat ios 
Premiums and Surp lus . A company's surplus provides a cushion for absorbing 
above-average l o s s e s . The premium-to-surplus r a t i o measures the adequacy of 
t h i s cushion. The higher the r a t i o , the more r i s k the company bea r s in r e l a -
t i o n to the surplus a v a i l a b l e to absorb l o s s v a r i a t i o n s . The r e s u l t s of t h i s 
t e s t should be l e s s than 300 p e r c e n t . 
Change In Wri t ing . Major i nc reases or decreases in net premiums w r i t t e n i n d i -
ca t e a lack of s t a b i l i t y in the company's o p e r a t i o n s . A major inc rease in 
premium may s igna l abrupt en t ry i n t o new l i n e s of bus iness or s a l e s t e r r i t o r -
i e s . In a d d i t i o n , such an inc rease in wr i t i ngs may i n d i c a t e t ha t the company 
i s i nc reas ing cash inflow in order to meet l o s s payments. The usual range for 
t h i s t e s t i s an increase or decrease of 33 p e r c e n t . 
Surplus Aid To Surp lus . The use of surp lus aid re insurance t r e a t i e s may be 
taken as an i n d i c a t i o n t h a t company management b e l i e v e s surp lus to be inade-
q u a t e . In a d d i t i o n , the continued solvency of companies with a l a r g e por t ion 
of surp lus de r iv ing from surplus aid may depend upon the cont inuing coopera-
t i o n of the r e i n s u r e r . The usual range for the t e s t i s l e s s than 25 p e r c e n t . 
*Using the NAIC Insurance Regulatory Information System, National Assoc ia t ion 
of Insurance Commissions, Kansas C i ty , Missour i . 
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P r o f i t a b i l i t y Ratios 
Two-Year Overall Underwriting Ra t io . The adjusted underwri t ing r a t i o i s a 
measure of the underwri t ing p r o f i t a b i l i t y of an insurance company. Over the 
long run , the p r o f i t a b i l i t y of the bus iness i s a p r i n c i p a l determinant of the 
company's f i nanc i a l s o l i d i t y and solvency. The usual range for t h i s t e s t i s 
l e s s than 100 p e r c e n t . 
Investment Yie ld . In add i t i on to measuring one important element in p r o f i t a -
b i l i t y , the investment y i e ld t e s t a l so provides an i n d i c a t i o n of the genera l 
q u a l i t y of the company's investment p o r t f o l i o . The usual range for t h i s t e s t 
i s over 5 p e r c e n t . 
Change in Surp lus . The change in surplus i s , in a sense , the u l t ima te measure 
of the improvement or d e t e r i o r a t i o n of the company's f i n a n c i a l cond i t ion dur-
ing the yea r . The usual range for t h i s t e s t i s from a decrease of 10 percent 
to an inc rease of 50 p e r c e n t . 
Liquidity Ratios 
L i a b i l i t i e s to Liquid A s s e t s . The r a t i o of l i a b i l i t i e s to l i q u i d a s s e t s i s a 
measure of the company's a b i l i t y to meet the f i nanc i a l demands t h a t may be 
placed upon i t . I t a l so provides a rough i n d i c a t i o n of the pos s ib l e impl ica-
t i o n s for po l icyholders i f l i q u i d a t i o n becomes necessa ry . The usual r e s u l t s 
of t h i s t e s t are l e s s than 105 p e r c e n t . 
Agents ' Balances to Surp lus . The r a t i o of agen t s ' ba lances to surplus 
measures the degree to which solvency depends upon an a s s e t , which f requent ly 
cannot be r e a l i z e d in the event of l i q u i d a t i o n . In a d d i t i o n , the r a t i o i s 
reasonably e f f e c t i v e in d i s t i n g u i s h i n g between t roubled and so l id companies. 
The r e s u l t s of t h i s t e s t a re u sua l l y l e s s than 40 p e r c e n t . 
Reserve Rat ios 
One-Year Reserve Development to Surp lus . In add i t i on to measuring the accu-
racy with which r e se rves were e s t a b l i s h e d one year ago, the r a t i o of one-year 
r e s e r v e development to surp lus provides an i n d i r e c t i n d i c a t i o n of management's 
op in ion of the adequacy of s u r p l u s . Unless surp lus i s f e l t to be low, man-
agement f requent ly tends to overes t imate r e se rves for income tax and o ther 
r e a s o n s . The r e s u l t s of t h i s t e s t a re u sua l l y l e s s than 25 p e r c e n t . 
Two-Year Reserve Development to Surp lus . The two-year r e se rve development to 
surp lus r a t i o i s c a l c u l a t e d in a manner s imi l a r to the c a l c u l a t i o n in the one-
year r e s e r v e development t e s t . The two-year r e se rve development i s the sum of 
the cu r r en t r e se rve for l o s s e s incurred more than two years p r i o r , plus 
payments on those l o s s e s during the past two y e a r s . The r e s u l t s of t h i s t e s t 
a r e u sua l ly l e s s than 25 p e r c e n t . 
Estimated Current Reserve Deficiency to Surp lus . This r a t i o provides an e s t i -
mate of the adequacy of cu r r en t r e s e r v e s . The r e s u l t s of t h i s t e s t a re 
u s u a l l y l e s s than 25 p e r c e n t . 
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Unusual circumstances precluded, a company would be considered a "priority" 
company if it failed three or more ratios. As previously discussed, the re-
sults of the NAIC IRIS financial ratios should be reviewed and results outside 
the usual ranges investigated and explained. 
134 
APPENDIX G 
EXAMPLES OF DEVELOPMENT DATA 
A common approach to es t imat ing l o s s r e s e r v e s i s t o compile a h i s t o r y of the 
development of l o s s e s for each acc ident yea r , reviewing the h i s t o r i c a l p a t -
t e r n s and p ro jec t ing the u l t ima te expected l o s se s using such p a t t e r n s . Two 
examples of such an approach a re included in t h i s appendix. 
Example A - Table 1 r e p r e s e n t s a compila t ion of h i s t o r i c a l incurred l o s s de -
velopment da ta arrayed by acc ident yea r , by development pe r iod . Development 
per iod 12, for example, d i s p l a y s the amount of incurred l o s s e s (paid plus ou t -
s tanding) a f t e r twelve months. For 19X0, $8,123 was incurred at the end of 
twelve months. Likewise, the subsequent development per iods d i s p l a y the i n -
curred l o s se s for a given accident year at the va r ious po in t s in t ime; for 
example, the developed l o s s e s for 19X2 a t the end of f o r t y - e i g h t months ( i . e . , 
19X5) i s $9,435, and the developed l o s s e s for 19X3 a t the end of t h i r t y - s i x 
months ( a l s o 19X5) i s $8,208. 
Table 2 provides an es t imate of the IBNR re se rve by (1) computing the "pe r iod -
to -pe r iod development f a c t o r s " ( s e c t i o n I ) ; (2) computing the average fac tor 
for each development period ( s e c t i o n I I ) ; (3) computing a p e r i o d - t o - u l t i m a t e 
f ac to r ( s e c t i o n I I I ) which i s the product of the success ive pe r i od - to -pe r iod 
development f a c t o r s ; (4) e s t imat ing u l t ima te expected l o s se s by mul t ip ly ing 
the p e r i o d - t o - u l t i m a t e fac tor by the l o s se s incurred to da te ( s e c t i o n IV); and 
e s t ima t ing the IBNR re se rve ( s e c t i o n VI) as the d i f f e r ence between the u l t i -
mate expected l o s se s and l o s s e s incurred to da te (Table 1 ) . 
There a re many v a r i a t i o n s on t h i s approach; for example, r a t h e r than using a 
simple average to de r ive the pe r i od - to -pe r iod f a c t o r s , a weighted average or 
an average of the more r ecen t h i s t o r y ( t h r e e or four years) could have been 
used. 
Example B demonstrates an approach s i m i l a r to Example A, except t ha t paid l o s s 
da t a i s used r a t h e r than incurred l o s s d a t a . The computations a re made in the 
same manner as for Example A; however, the r e s u l t i n g es t imate i s an es t ima te 
of both the case and the IBNR r e s e r v e s . 
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APPENDIX H 
INDUSTRY ORGANIZATIONS 
A listing follows of the various industry organizations. These sources are 
useful to the auditor in obtaining an understanding of the insurance industry. 
American Academy of Actuaries (AAA) was founded in 1965 to represent the pro-
fession by four specialty actuarial associations: The Casualty Actuarial 
Society, Conference of Actuaries in Public Practice, Fraternal Actuarial 
Association, and Society of Actuaries. It provides standards or criteria of 
competence as an actuary and promotes education in actuarial science, exchange 
of information among actuarial organizations, and maintenance of standards of 
conduct and competence. The Casualty Actuarial Society provides actuarial and 
statistical science in insurance other than life insurance. 
American Insurance Association (AIA) acts as a high-level policy organization 
for large stock companies. It deals with broad questions of position on pro-
posed legislation and regulation, establishment of good public relations, and 
methods of conducting the business. 
Alliance of American Insurers (AAI) serves mutual insurance companies in a 
similar capacity as the American Insurance Association. 
Independent Insurance Agents of America (IIAA) promotes agent education and 
supports legislation of interest to the public as well as the insurance indus-
try and opposes legislation detrimental to members' interests. 
Insurance Accounting and Systems Association (IASA) develops improved theory 
and practice with respect to insurance accounting and statistics. 
Insurance Information Institute (III) serves as the vehicle for a better pub-
lic understanding and acceptance of the insurance business. 
Insurance Service Office (ISO) acts as the bureau developing rates and forms 
for many lines of insurance. 
National Association of Independent Insurers (NAII) represents independent 
property and liability agents of both stock and mutual insurance companies by 
sponsoring educational programs and seminars as well as by maintaining a leg-
islative division in Washington, D.C. 
National Association of Professional Insurance Agents (PIA) acts in a capacity 
similar to that of the Independent Insurance Agents of America. 
National Council on Compensation Insurance (National Council) develops and 
administers rating plans and systems for workers' compensation insurance. 
Reinsurance Association of America (RAA) acts as spokesman for reinsurance 
companies in regulatory matters and in promotion of the interests of the 
industry. 
140 
Society of Insurance Accountants (SIA) provides a forum for the discussion of 
and the dissemination of information on accounting, statistical, and manage-
ment problems in the insurance industry. 
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GLOSSARY 
Abstract. A form containing basic data shown on the policy. Copies of an 
abstract may be used by the accounting, statistical, payroll audit, and in-
spection departments. 
Accident year. The year in which an accident occurred. 
Account current or agents' account. See Agency billing. 
Accretion of discount on bonds. Adjustment of the purchase price of bonds 
purchased at less than par value to increase the value to par at maturity 
date. The adjustment is calculated to yield the effective rate of interest 
at which the purchase was made, which is called the interest method. 
Acquisition costs. Costs that vary with and are primarily related to the ac-
quisition of insurance contracts (for example, agent and broker commissions, 
certain underwriting and policy issue costs, and inspection fees). 
Additional premium. A premium due from an insured arising from an endorse-
ment . 
Adjustment bureau. An organization formed by a group of insurance companies 
to investigate, adjust, and negotiate claims on behalf of the companies. 
Admitted asset. An asset recognized and accepted by state insurance regula-
tory authorities in determining the financial condition of an insurance com-
pany. 
Agency billing. Any of various methods of premium billing and collection in 
which the insured is billed by the agent and the premium is collected by 
either the agent or the insurance company. 
Agency company. An insurance company whose business is produced through a 
network of agents as distinguished from a direct writing company whose busi-
ness is produced by company employees. 
Agency reinsurance. Reinsurance arranged to be assumed or ceded for an in-
surer by one of its agents who usually handles the details of writing the 
policies and collecting or paying the premiums. For example, on very large 
risks the agent frequently issues only one policy to the insured and then ob-
tains reinsurance from other companies to reduce the exposure of the insurer 
to a desired level. 
Agency system. A system of producing business through a network of agents. 
Such agents have a contract to represent the company and are of three classes: 
local, regional and general. These classes are compensated at differing rates 
of commission, and general agents have much greater responsibilities and 
duties than local and regional agents. 
Agent. An independent contractor who represents one insurance company, called 
an exclusive agent, or more than one company, called an independent agent, 
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with express authority to act for the company or companies in dealing with 
insureds. 
Agents' balance. Premium balances, less commissions payable thereon, due from 
agents and brokers. 
Aggregate excess of loss. A stop loss agreement designed to prevent a ceding 
company's loss from exceeding a predetermined limit. For example, if under an 
agreement indemnifying a company against losses in excess of a 70-percent loss 
ratio, the ceding company's loss ratio exceeds 70 percent, then recovery will 
be made from the reinsurer of the amount necessary to reduce the loss ratio to 
70 percent. 
Alien companies. Insurance companies domiciled in a foreign country. 
Amortization of premiums on bonds. Adjustment of the purchase price of bonds 
purchased at more than par value to decrease the value to par at maturity. 
The adjustment is calculated to yield the effective rate of interest at which 
the purchase was made, known as the interest method. 
Annual pro rata. A basis used to calculate unearned premiums involving the 
assumption that the average date of issue of all policies written during the 
year is the middle of the year. 
Annual statement (convention statement or convention form). A statement fur-
nishing the complete information regarding the company's condition and affairs 
at December 31st of each year required by insurance departments of the various 
states in which a company is authorized to transact business. This annual 
statement must be filed on the form prescribed by the NAIC with the various 
insurance departments by March 1st of the following year. 
Annuity contract. Contract that provides fixed or variable periodic payments 
made from a stated or contingent date and continuing for a specified period, 
such as for a number of years or for life. Also refer to variable annuity 
contract. 
Application. A request for insurance submitted to the insurer by or on behalf 
of the insured. An application usually includes sufficient information for 
the insurer to determine whether it wishes to accept the risk. In some lines 
of insurance the terms daily and application are used synonymously. 
Assessment enterprise. An insurance company that sells insurance to groups 
with similar interests, such as church denominations or professional groups. 
Some assessment enterprises also sell insurance directly to the general pub-
lic. If the enterprise cannot pay all claims, the members may be assessed. 
Assets, ledger. Assets that are recorded in a company's general ledger. They 
usually include investments, cash, agents' balances, or uncollected premiums 
and reinsurance recoverable. 
Assets, nonadmitted. Assets, or portions thereof, which are not permitted to 
be reported as admitted assets in the annual statement filed with various 
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insurance departments. Nonadmitted assets are defined by the insurance laws 
of the various states. Major nonadmitted assets include: an excess of book 
value over statement value of investments, agents' balances or uncollected 
premiums over three months due, and furniture, fixtures, supplies, equipment 
and automobiles. 
Assets, nonledger. Assets not recorded on a company's general ledger. They 
usually include an excess of statement value of stocks and bonds over their 
book values and accrued interest or other accrued income on investments. 
Associations, pools, and syndicates. Organizations formed by several insur-
ance companies or groups of companies as joint ventures to underwrite special-
ized types of insurance or to write insurance in specialized areas. 
Assuming company. A company that accepts all or part of an insurance risk 
from another company through reinsurance. 
Audit premiums. Earned premiums determined from data developed by periodic 
audits of insureds' records or from periodic reports submitted by insureds. 
Such audits are made and such reports are submitted either monthly, quarterly, 
semiannually, or annually. 
Automatic treaty. Reinsurance treaty usually pro rata, under which the rein-
surer is committed to accept from the ceding company a fixed share of each 
risk or of specified risks. The ceding company is obligated to cede and the 
reinsurer is obligated to accept. 
Average reserves. A method of estimating loss liabilities by multiplying the 
number of outstanding claims by an average amount per claim based on past ex-
perience. 
Binder. An agreement, which may be written or oral, whereby one party agrees 
to insure another pending receipt of and final action upon the application. 
Bordereau. A detailed listing of premiums or loss transactions, or both, usu-
ally prepared monthly and given to interested parties. Frequently rendered by 
ceding companies to reinsurers and by large general agents to companies. 
Brokers. Licensed representatives who place the insurance of their clients 
with insurance companies. Compensation for their services consists of com-
missions paid to them by the insurance companies. They are not agents of the 
companies and the commissions they receive are usually lower than that of 
agents who legally represent the companies. 
Bulk reinsurance. See Portfolio reinsurance. 
Cancellation. Complete termination of an existing policy before expiration. 
Case basis. Liabilities for losses (claims) or loss expenses determined based 
on individual estimates of the value of each unpaid loss (claim). 
Case reserve. A liability for loss estimated to be paid in the future on an 
outstanding claim. 
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Catastrophe. A conflagration, earthquake, windstorm, explosion, or similar 
event resulting in substantial losses. Catastrophe losses—the whole loss 
insured by an insurance company from a single catastrophic event—are usually 
reinsured under excess of loss treaties in order to limit any one such loss to 
a specific dollar amount. 
Ceding company. A company that transfers all or part of an insurance risk to 
another company through reinsurance. Also called a primary company. 
Cession. A unit of insurance passed on to a reinsurer by a ceding or primary 
company. Under certain types of reinsurance treaties, many reinsurers give 
each transaction a number, called a cession number. 
Claim. A demand for payment of a policy benefit because of the occurrence of 
an insured event, such as the death or disability of the insured, the maturity 
of an endowment, the incurrence of hospital or medical bills, the destruction 
or damage of property, and related deaths or injuries. Also, defects in, 
liens on, or challenges to the title to real estate, or the occurrence of a 
surety loss. 
Claim adjusting. The process of investigating, appraising, negotiating and, 
sometimes, settling claims. 
Claim frequency. The relative incidence of claims in relation to an exposure 
base. 
Claim severity. The relative magnitude of the dollar amount of claims. 
Claim or loss files. All data relating to each loss or claim together in a 
folder or stapled together, or the like, and referred to as the loss or claim 
file. 
Class or manual rating. A method of determining premiums based on standard 
rates for large groups of similar risks. 
Combined ratios. The sum of both the loss ratio and expense ratio used to 
measure underwriting performance. 
Commissions. Compensation paid by an insurance company to agents or brokers 
for placing insurance coverage with the company, usually determined as per-
centages of the premiums. 
Contribution to premium in force. Net change in premiums in force for a 
period or net original premiums written during a period (total original pre-
miums less original return premiums). 
Convention statement or convention form. See Annual statement. 
Cost recovery method. A method of accounting for insurance coverage provided 
by the reporting entity in which premiums are recognized as revenue in amounts 
equal to estimated claim costs when insured events occur, until the ultimate 
premium is reasonably estimable. 
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Daily report or daily. A copy of a policy retained by an insurance company or 
forwarded to the company by an agent. The daily includes all special provi-
sions and endorsements, and it is one of the basic documents in an insurance 
office. 
Declaration sets. Documents generated by an insurance company in processing 
policy applications and endorsements that include information such as terms of 
the policies, lines of coverage, premiums, insurance ID card, agent infor-
mation, and billing statements. 
Deposit method. A method of recognizing premium revenue and claim costs when 
the ultimate premium is reasonably estimable. 
Deposit premiums. Provisional premium payments by policyholders that are ad-
justed at the end of the policy terms based on actual coverage provided. 
Development (runoff) of loss reserves. Comparison of the loss reserves out-
standing at a particular date with the total of the payments on such losses 
from the reserve date to the development date, plus the estimated losses still 
unpaid at the date of the development. 
Differences. Term applied to the differences between accounts current ren-
dered by agents and transactions shown on the company's records, caused, for 
example, by the agents and the company using different cutoff dates or by 
errors and omissions by the company or the agents. 
Direct billing. Billing by an insurance company directly to insureds for pre-
miums due. On collection, the company pays the commission to the agent. 
Direct premiums. Total premiums, net of return premiums, on policies issued 
to provide the primary insurance on a given risk. 
Direct writing company. An insurance company whose business is produced by 
company employees, as distinguished from an agency company whose business is 
produced by agents. 
Discounting. Recording future claim payments and expenses at their present 
value. 
Domestic insurers. Insurance companies domiciled in a particular state. 
Earned premiums. Pro rata portions of premiums applicable to the expired 
period of a policy. 
Effective date. The date when insurance coverage under a policy begins. 
Endorsement. Documentary evidence of a change in an existing policy which may 
result in a change in premium, return premium, or no premium adjustment. 
Excess insurance. A policy covering the insured against loss in excess of a 
stated amount. The underlying amount is usually insured by another policy but 
can be retained by the insured. 
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Excess-of-loss treaty. A type of reinsurance contract in which the reinsurer 
pays all or a specified percentage of a loss caused by a particular occurrence 
or event (frequently of a more or less catastrophic nature) in excess of a 
fixed amount and up to a stipulated limit. Most such contracts do not apply 
to specific policies but to aggregate losses incurred under all policies sub-
ject to the particular hazards reinsured. The premium is usually a percentage 
of the net premiums written by the carrier for the hazards subject to such 
reinsurance. 
Excess schedule P reserves. The excess of minimum reserves required by state 
regulatory authorities over the estimated liability for losses established for 
certain lines, primarily bodily injury liability and workers' compensation. 
Also called statutory loss reserves. 
Expense ratio. Underwriting expenses divided by written premiums. 
Experience rating. Prospective adjustment of premiums based on the insured's 
past experience under the coverage. 
Face sheet. A sheet affixed to the front of a claim file containing abstracts 
of coverage and loss notices along with other information for later use in 
developing statistics for reserve analysis and product pricing. 
Facultative reinsurance. Arrangements under which each risk to be reinsured 
is offered to and accepted or rejected by the reinsurer. Such arrangements do 
not obligate the ceding company to cede or the reinsurer to accept. 
Fair access to insurance requirements (FAIR) plan. A federally approved and 
state supervised program to make property insurance available in high-risk 
areas. 
Fidelity bond. Insurance that covers employers against dishonest acts by em-
ployees. 
Fire and allied lines insurance. Property insurance coverage for risks such 
as fire, windstorm, hail and water damage. 
Foreign insurers. Insurance companies domiciled outside a particular state. 
Fronting. An arrangement in which an issuer issues a policy on a risk for and 
at the request of another insurer with the intent of reinsuring the entire 
risk with the other insurer. 
Funds held by company under reinsurance treaty. An account used to record a 
liability from a deposit from a reinsurer or the withholding of a portion of 
the premiums due as a guarantee that a reinsurer will meet its loss and other 
obligations. 
Funds held by or deposited with ceding reinsurers. An asset account used by a 
reinsurer to record deposits made with ceding companies, pools, or associa-
tions of portions of premiums due from them to guarantee that the reinsurer 
will meet its loss and other obligations. 
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General agents. Agents assigned exclusive territories in which to produce 
business on behalf of an insurance company. 
General liability insurance. Liability coverage for most physical and prop-
erty damages not covered by workers' compensation or automobile liability 
insurance. 
Gross in force. Aggregate premiums from all policies on direct and assumed 
business recorded before a specified date that have not yet expired or been 
canceled. 
Gross net premium income. As used in reinsurance contracts, gross written 
premiums, less return premiums and reinsurance premiums. This term has the 
same meaning as "net written premiums" or "net premiums" in the United States. 
In Europe, the term "net premiums" refers to gross premiums received less 
return premiums, reinsurance premiums, and commissions paid on premiums. 
Gross premiums. The premium charged to a policyholder for an insurance con-
tract. See also Net premiums. 
Group insurance. Insurance protecting a group of persons, usually employees 
of an entity and their dependents. A single insurance contract is issued to 
their employer or other representative of the group. Individual certificates 
often are given to each insured individual or family unit. The insurance 
usually has an annual renewable contract period, although the insurer may 
guarantee premium rates for two or three years. Adjustments to premiums 
relating to the actual experience of the group of insured persons are common. 
Hazard. The risk or peril or source of risk insured against. This term is 
frequently used interchangeably with the terms risk and peril. 
Incurred-but-not-reported (IBNR) claims. Claims relating to insured events 
that have occurred but have not yet been reported to the insurer or reinsurer 
as of the date of the financial statements. 
Incurred loss ratio. Ratio calculated by dividing incurred losses by earned 
premiums. 
Incurred losses (claims). Losses paid or unpaid for which the company has 
become liable during a period. Incurred losses for a period are calculated by 
adding unpaid losses at the end of the period to losses paid during the period 
and subtracting unpaid losses at the beginning of the period. 
Individual or judgment rating. A method of determining premiums for large or 
unusual risks based on an evaluation of the individual risk. 
In-force premiums. Aggregate premiums from all policies recorded before the 
specified date that have not expired or been canceled. 
Inland marine insurance. Insurance coverage of property capable of being 
transported (other than transocean). 
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Installment premiums. Premiums payable periodically rather than in a lump sum 
at the inception or effective date of the policy. 
Insurable value. The stated value in an insurance contract. It may be the 
cash or market value, the declared value, or the replacement value. 
Insurance expense exhibit. A supplement to the annual statement to be filed 
with each Insurance Department usually by May 1, rather than on March 1, the 
day on which the annual statement is due to be filed. The net gain or loss 
from underwriting for each line of business written by the company during the 
year reported on is shown on this exhibit. 
Insurance Regulatory Information System (IRIS). A system of eleven tests 
based on studies of financially troubled companies compared to financially 
sound companies. Usual ranges are established under each of the tests. The 
system is intended to assist in identifying companies requiring close sur-
veillance (formerly called Early Warning System). 
Insured. The person whose life, property or exposure to liability is insured. 
Inter-insurance exchange or reciprocal. An unincorporated aggregation of in-
dividuals or firms called subscribers who exchange insurance through an at-
torney in fact. Each subscriber is therefore both an insurer and an insured. 
Intermediary. A reinsurance broker who negotiates reinsurance contracts on 
behalf of the reinsured (ceding company) with the reinsurer. 
Investment expenses. According to the uniform expense regulation, all ex-
penses incurred wholly or partially in connection with the investing of funds 
and the obtaining of investment income. 
Judgment rating. See Individual rating. 
Liabilities, ledger. Liabilities recorded on the company general ledger. 
Liabilities, nonledger. Liabilities not recorded on the company general 
ledger but available from other basic records or sources. 
Liability for loss adjustment expenses. The amount needed to provide for the 
estimated ultimate cost required to investigate and settle losses relating to 
insured events that have occurred on or before a particular date (ordinarily, 
the balance sheet date), whether or not reported to the insurer at that date. 
Liability for unpaid losses. The amount needed to provide for the estimated 
ultimate cost of settling claims relating to insured events that have occurred 
on or before a particular date (ordinarily, the balance sheet date). The 
estimated liability includes the amount of money that will be required for 
future payments on both (a) claims that have been reported to the insurer and 
(b) claims relating to insured events that have occurred but have not been 
reported to the insurer as of the date the liability is estimated. 
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Line. Type of insurance. In relation to the amount an insurance company ac-
cepts on a risk: (a) the limit a company has fixed for itself as maximum ex-
posure on a class of risk and (b) the actual amount the company has in fact 
accepted on a single risk. 
Long-duration contract. An insurance contract that generally is not subject 
to unilateral changes in its provisions, such as a noncancelable or guaranteed 
renewable contract, and requires the performance of various functions and 
services (including insurance protection for an extended period). 
Loss (claim) adjustment expenses. Expenses incurred in the course of investi-
gating and settling claims. Loss adjustment expenses include any legal and 
adjusters' fees and the costs of paying claims as well as all related ex-
penses. 
Loss ratios. Expression in terms of ratios of the relationship of losses to 
premiums. Two ratios in common usage are these: (a) paid loss ratio—paid 
losses divided by written premiums or earned premiums, and (b) incurred loss 
ratio—incurred losses divided by earned premiums. 
Loss reserves. A term used in statutory accounting for the liability for un-
paid losses. 
Losses. Claims. 
Losses, reported. Losses resulting from accidents or occurrences that have 
taken place and on which the company has received notices or reports of loss. 
Maintenance costs. Costs associated with maintaining records relating to 
insurance contracts and with the processing of premium collections and com-
missions . 
Manual rating. See Class or manual rating. 
Market conduct examination. A review of an insurance company's sales, adver-
tising, underwriting, risk-rating, and claims practices that may affect 
policyholders or claimants and be performed by or on behalf of regulatory 
authorities. 
Merit rating. Any of various methods of determining premiums by which stand-
ard rates are adjusted for evaluation of individual risks or for the insureds' 
past or current experience. 
Monthly pro rata. A basis used for calculation of unearned premiums involving 
the assumption that the average date of issue of all policies written during 
any month is the middle of that month. 
Morbidity. The relative incidence of disability because of disease or physi-
cal impairment. 
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Mortgage guaranty insurance enterprise. An insurance enterprise that issues 
insurance contracts that guarantee lenders, such as savings and loan associa-
tions, against nonpayment by mortgagors. 
Mutual company. Cooperative nonprofit association of persons whose purpose is 
to insure themselves against various risks. 
NAIC—National Association of Insurance Commissioners. An association of the 
Insurance Commissioners of the various states of the United States. 
Net premiums for long-duration insurance contracts. The portion of the gross 
premium required to provide for all benefits and expenses. 
Net premiums for short-duration contracts. Premiums written or received on 
direct and assumed business, less return premiums and less reinsurance ceded 
premiums. 
Ocean marine insurance. Coverage for (a) a ship and its equipment, (b) the 
cargo, (c) the freight paid for use of the ship, and (d) liability to third 
parties for damages. 
Original premium. The premium for the full term of the policy. In case the 
policy has been changed, the original premium can be determined by multiplying 
the amount currently insured by the latest premium rate shown on the policy or 
an endorsement of the policy. 
Paid losses. Disbursements for losses during the period. 
Participating company. An insurance company that participates in an insurance 
pool, association, or syndicate. 
Participating insurance. Insurance in which the policyholder is entitled to 
participate in the earnings or surplus of the insurance enterprise. The par-
ticipation occurs through the distribution of dividends to policyholders. 
Peril. Classification of loss occurrences insured against, such as fire, 
windstorm, collision, hail, bodily injury, property damage, or loss of profits. 
Personal lines. Types of insurance policies issued to individuals. 
Policyholder dividends. Payments made or credits extended to the insured by 
the company, usually at the end of a policy year, that result in reducing the 
net insurance cost to the policyholder. Such dividends may be paid in cash to 
the insureds or applied by the insureds as reductions of the premiums due for 
the next policy year. 
Policy year. The year during which a policy is effective. 
Pooling. Practice of sharing all business of an affiliated group of insurance 
companies between the members of the group. 
Portfolio reinsurance. Reinsurance on a bulk basis. Occurs frequently at the 
inception or termination of a reinsurance treaty. Also used as a means by 
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which a company may retire from a particular agency or territory or from the 
insurance business entirely. 
Premium. The consideration paid for an insurance contract. 
Premium deficiency. For short-duration contracts, the amount by which antici-
pated losses, loss-adjustment expenses, policyholder dividends, unamortized 
acquisition costs, and maintenance expenses exceed related revenues. 
Premium register. Listing of policies issued, generally in policy number 
order. Normally computer generated. 
Premium taxes. Taxes levied at varying rates on insurance companies by the 
various states on premiums written. 
Premiums written. The premiums on all policies a company has issued in a 
period of time, as opposed to earned premiums. 
Proof of loss. A sworn statement furnished by an insured to the carrier set-
ting forth the amount of loss claimed. This form, which is usually used in 
the settlement of first-party losses, includes the date and description of the 
occurrence, amount of loss claimed, interested insurers, and so on. 
Property and liability insurance enterprise. An enterprise that issues insur-
ance contracts providing protection against (a) damage to, or loss of, prop-
erty caused by various perils, such as fire and theft, or (b) legal liability 
resulting from injuries to other persons or damage to their property. Prop-
erty and liability insurance enterprises also can issue accident and health 
insurance contracts. The term property and liability insurance enterprise is 
the current terminology used to describe a fire and casualty insurance enter-
prise. Property and liability insurance enterprises may be either stock or 
mutual organizations. 
Pro rata reinsurance. The reinsured and the reinsurer participate in the pre-
miums and losses on every risk that comes within the scope of the agreement at 
a fixed proportion. 
Quota share reinsurance. A form of pro rata reinsurance. A reinsurance of a 
certain percentage of all the business or certain classes of or parts of the 
business of the reinsured. For example, a company may reinsure under a quota 
share treaty 50 percent of all of its business or 50 percent of its automobile 
business. 
Rating bureau. An organization supervised by state regulatory authorities 
that assists member companies in obtaining approval for premium rates. 
Reciprocal or interinsurance exchanges. A group of persons, firms, or corpo-
rations (commonly referred to as subscribers) that exchange insurance con-
tracts through an attorney-in-fact (an attorney authorized by a person to act 
in that person's behalf). 
Reinsurance. A transaction in which a reinsurer (assuming enterprise), for a 
consideration (premium), assumes all or part of a risk undertaken originally 
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by another insurer (ceding enterprise). The legal rights of the insured are 
not affected by the reinsurance transaction and the insurance enterprise 
issuing the insurance contract remains liable to the insured for payment of 
policy benefits. 
Reinsurance assumed premiums. All premiums (less return premiums) arising 
from policies issued to assume a liability, in whole or in part, of another 
insurance company that is already covering the risk with a policy. 
Reinsurance, authorized. Reinsurance placed with companies authorized to 
transact business in the state of filing. 
Reinsurance, unauthorized. Reinsurance placed with companies not authorized 
to transact business in the state of filing. 
Reinsurance ceded premiums. All premiums (less return premiums) arising from 
policies or coverage purchased from another insurance company for the purpose 
of transferring a liability, in whole or in part, assumed from direct or rein-
surance assumed policies. 
Reinsurance in force. Aggregate premiums on all reinsurance ceded business 
recorded before the specified date that have not yet expired or been can-
celed. 
Reinsurance intermediaries. Brokers, agents, managing general agents, and 
similar entities that bring together reinsurance purchasers and sellers. 
Reported claims. Claims relating to insured events that have occurred and 
have been reported to the insurer and reinsurer as of the date of the finan-
cial statements, as opposed to incurred but not reported (IBNR) claims. 
Reporting form contract. Insurance contract for which the premium is adjusted 
after the contract term based on the value of the insured property. 
Retention. The net amount of any risk a company does not reinsure but keeps 
for its own account,. 
Retroactive commissions. Commissions paid to agents or brokers for which the 
final amount is determined based on the insured's loss experience. 
Retrocession. A reinsurance of reinsurance assumed. For example, B accepts 
reinsurance from A, and B in turn reinsures with C the whole or a part of the 
reinsurance B assumed from A. The reinsurance ceded to C by B is called a 
retrocession. 
Retrospective experience rating. A method of determining final premium by 
which the initial premium is adjusted during the period of coverage based on 
actual experience during that same period, 
Retrospective premium. Premium determined after expiration of the policy 
based on the loss experience under the policy. The initial premium charged on 
such policies is referred to as the standard premium. 
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Return premiums. A premium refund due the insured from an endorsement or can-
cellation. 
Risk. See Hazard. 
Risk of adverse deviation. A concept used by life insurance enterprises in 
estimating the liability for future policy benefits relating to long-duration 
contracts. The risk of adverse deviation allows for possible unfavorable 
deviations from assumptions, such as estimates of expected investment yields, 
mortality, morbidity, terminations, and expenses. The concept is referred to 
as risk load when used by property and liability insurance enterprises. 
Runoff data. See Development. 
Salvage. The amount received by an insurer from the sale of property (usually 
damaged) on which the insurer has paid a total claim to the insured and has 
obtained title to the property. 
Schedule rating. A method of determining the premium by which a standard rate 
is adjusted based on an evaluation of the relative exposure to risk. 
Short-duration contract. A contract that provides insurance protection for a 
fixed period of short duration and enables the insurer to cancel the contract 
or to adjust the provisions of the contract at the end of any contract period, 
such as adjusting the amount of premiums charged or coverage provided. 
Spread-loss treaty. A contract on an excess-of-loss basis designed to pay 
certain losses over a given or stipulated amount and to average such losses 
over a period of years. Five years is the usual period, with the premium 
adjustable within fixed minimum and maximum limits according to the company's 
experience. Such a contract protects the ceding company against shock losses 
and spreads those costs over the given period, subject to the maximum and 
minimum premium each year. 
Statutory accounting practices. Accounting principles required by statute, 
regulation, or rule, or permitted by specific approval that an insurance en-
terprise is required to follow in preparing its annual statement for submis-
sion to state insurance departments. 
Statutory loss reserves. The amount by which reserves required by law on 
bodily injury and workers' compensation losses exceeds the case basis loss and 
loss expense reserves carried by a company for such losses. 
Stock companies. Corporations organized for profit to offer insurance against 
various risks. 
Stop loss reinsurance. Type of excess reinsurance also called excess-of-loss 
ratio. Provides that the insurer will suffer the loss in its entirety until 
the total amount of the loss is such that the loss ratio (losses divided by 
premiums) exceeds an agreed loss ratio, after which the reinsurer reimburses 
the insurer the amount needed to bring the loss ratio down to the agreed per-
centage. 
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Subrogation. The right of an insurer to pursue any course of recovery of 
damages, in its name or in the name of the policyholder, against a third party 
who is liable for costs relating to an insured event that have been paid by 
the insurer. 
Surety bond. Insurance coverage that provides compensation to a third party 
for the insured not performing specified acts within a stated period. 
Surplus lines. Risks not fitting normal underwriting patterns, involving a 
degree of risk that is not commensurate with standard rates or that will not 
be written by standard carriers because of general market conditions. Poli-
cies are bound or accepted by carriers not licensed in the jurisdiction where 
the risk is located, and generally are not subject to regulations governing 
premium rates or policy language. 
Surplus share reinsurance. Reinsurance on a pro rata basis of only those 
risks on which coverage exceeds a stated amount. 
Surplus treaty reinsurance. A treaty on a pro rata basis reinsuring surplus 
liability on various risks. The reinsurer shares the gross lines of the ced-
ing company. The amount reinsured varies according to different classes of 
risks and the net retention that the ceding company wishes to retain for its 
own account. Ceding companies very frequently have several layers of surplus 
treaties so that they may accommodate very large risks; usually, the rein-
surer's participation in any one surplus treaty is limited to a certain multi-
ple of the ceding company's retention. Premiums and losses are shared by the 
reinsurer and the ceding company on a pro rata basis in proportion to the 
amount of risk insured or reinsured by each. This is one of the oldest forms 
of treaty reinsurance and is still in common use in fire reinsurance. 
Syndicates. See Associations, pools and syndicates. 
Title insurance enterprise. An enterprise that issues title insurance con-
tracts to real estate owners, purchasers, and mortgage lenders, indemnifying 
them against loss or damage caused by defects in, liens on, or challenges to 
their titles on real estate. 
Treaty. A contract of reinsurance. 
Treaty-basis reinsurance. The automatic reinsurance of any agreed upon por-
tion of business written as specified in the reinsurance contract. 
Ultimate-developed-cost method. A method of estimating loss reserves based on 
a statistical average of the ultimate cost of all claims in a particular line. 
Underwriting. The process by which an insurance company determines whether 
and for what premium it will accept an application for insurance. 
Unearned premiums. The pro rata portion of the premiums in force applicable 
to the unexpired period of the policy term. 
Workers' compensation insurance. Coverage that provides compensation for 
injuries sustained by employees in their employment. 
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Zone examination. An examination of an insurance company undertaken by or on 
behalf of regulatory authorities in a group of states. 
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